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OUR COVER 


To keep you informed in depth, our policy has been to publish 
papers delivered at the most outstanding tax conferences held by major 
universities, colleges and professional groups. 


In this issue we depart the Ivy halls to bring you as many papers 
as our space permits of those given at a week-long tax meeting held by 
Alexander Grant & Company, one of the country’s largest firms of certi- 
fied public accountants. This national firm brought together more than 
60 of its tax specialists from its offices throughout the United States and 
Canada to discuss the most pressing of current tax problems. 


We believe these papers have particular interest because they 
are prepared by men who have a ‘“‘front-line’’ familiarity with prac- 
tical tax problems—gained from working with all types of firms, from 
multiplant operations to medium-size manufacturers, and with industrial, 
retail, service and financial enterprises as well as state, local and federal 
government agencies. 


The tax conference was planned and supervised by Alexander 
Grant's tax committee. Committee members included: Harry Sonkin, 
chairman, Cincinnati; Deshler D. Armstrong, Denver; Theodore M. Asner 
and Melvin P. Cowen, Chicago; William J. O'Brien, New York City; and 
Paul F. Schwaighart, Jr., Los Angeles. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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Tax-Wise News 835 


A department which reviews some of the interesting decisions of 
the last month’s parade of cases through the courts involving 
taxation. 


Washington Tax Talk 


Highlights of tax news from Congress and various departments 
and agencies involving taxation. 


Loss Carry-Overs: A Fight to the Finish by Malcolm Reed 


In this documentary article, we have the Treasury Department 
personified as the Champ and Congress as the Champ’s Manager. 
The tax man climbs into the ring to take on the Champ. Although 
his “business purpose” is dragging a bit, he holds on round after 
round in the battle of the loss carry-over. The author is a CPA 
and a managing partner of the San Francisco office of Alexander 
Grant & Company. 


The Language Barrier in Oil and Gas Taxation by James W. Robertson 


The method of acquiring, financing, and developing oil and gas 
properties has created a vocabulary peculiarly its own. The author 
is a CPA and tax manager of the Dallas office of Alexander Grant 
& Company and has written this dictionary-type article, explaining 
the terms most likely to confront the tax man. 


Section 531—Recent Cases Suggest New Problems by Deshler D. Armstrong 


After reviewing the cases we have seen involving accumulation of 
surplus funds, the author raises a number of situations which 
he entitles “Cases We Had Hoped to See But Didn't.” The author 
is a CPA and partner in the Denver office of Alexander Grant & 
Company. 
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Fringe Benefits for All by Floyd F. Florey 


Compensating an employee now-a-days is a far cry from the period 
within the memory of most of us when cash was poured into a 
small envelope and distributed to the working employee at the end 
of the day of the pay period. But now, we run into such problems 
as wage continuation plans, sick pay exclusion, surplus dollar 
insurance, moving expenses and death benefits. The author is a 
CPA and tax supervisor in the Denver office of Alexander Grant 
& Company. 


Year-End Tax Planning by Richard J. Sullivan 


This is a timely article because of the imminence of the taxable 
year. The author is a CPA and tax manager of the Phoenix 
office of Alexander Grant & Company. 


The Importance of Canadian Taxes 
to U. S. Accountants by Charles B. Mitchell 


This article illustrates some of the more common problems which 
may arise when a nonresident invests or does business in Canada. 
The author is a Chartered Accountant and tax manager of the 
Toronto office of Alexander Grant, Gunn, Roberts & Company. 


Problems in Combining Reorganizations by Paul F. Schwaighart, Jr. 


This article lists the major areas of scrutiny to which each pro- 
posed combination should be subjected. The author is a CPA and 
a partner in the Los Angeles office of Alexander Grant & Company. 


A New Look at Dollar-Value LIFO by Theodore M. Asner 


This article deals with the new regulations covering the dollar- 
value method which were adopted this year. The author is a 
CPA and a partner in the Chicago office of Alexander Grant & 
Company. 


Meetings of Tax Men 
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TAX-WISE NEWS 


A NEW, TWO-PAGE FORM 1040 has 
debuted. This is the so-called long-form Individual Income Tax Re- 
turn which is to be used in April, 1962, for reports of 1961 income. It 
combines the best features of the first two pages of 1960 Form 1040 
and of Form 1040W, which has been discontinued. Probably the most 
significant feature of the new form is that dividend and interest in- 
come not over $200 may simply be entered on line 5, page 1, without 
detail. Where more than $200 of such income has been realized, and 
where there is other income to account for in addition to “withhold- 
able” wages and salary, a new Schedule B, Form 1040 is to be filed. 


"Two ACCUMULATED EARNINGS tax 
cases—they always seem to make interesting reading—have popped 
into the tax news lately. One turned out well for the corporation ; the 
other may be a warning to persons situated similarly to one Mr. Smith 
(given name, K. McKinley). 

Let us look at the better news first. In the Tax Court, a corporate 
dealer in Swiss watches furnished a statement of the grounds on 
which it relied to establish that earnings had not been permitted to 
accumulate beyond the reasonable needs of the watch business. This 
statement, of course, is the 1954 Code Section 534 means of shifting 
the burden of proof, in Tax Court matters, to the government on the 
issue of reasonable business needs. Even in cases governed by the 
1939 Code, Code Section 534 comes to the aid of taxpayer corporations. 


The particular statement offered was a 24-page detailed summary 
of why large amounts of ready cash were needed in the Swiss watch 
business to meet unexpected heavy shipments of watches and move- 
ments from abroad. The Tax Court refused to rule whether or not 
this statement shifted the burden of proof to the Commissioner. It 
felt that there was evidence “on the whole record” that there had been 
an unreasonable accumulation of profits and earnings, so the techni- 
cal matter of burden of proof was relatively unimportant. There was 
a finding against the corporation and it appealed. 


The Second Circuit reversed, in favor of the corporation. It felt 
that the Tax Court might have confused, slightly, the right to file a 
statement (of reasons for accumulations) with the ultimate preponder- 
ance of proof as to accumulations. The case at issue was a “natural”’ 
for Code Section 534. The burden did shift to the Commissioner. The 
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Commissioner did not sustain that burden of proof. The penalty tax 
was not proper.—Gsell & Company, Inc., 61-2 ustc J 9671 (CA-2). 
Now for the less fortunate case of Mr. Smith. He organized a 
corporation to purchase a successful piston manufacturing business, 
whose shareholders were concerned about that company’s amenability 
to an accumulated earnings tax. Neither Mr. Smith nor the new cor- 
poration had the necessary ready cash on hand to make the intended 
purchase; so what the Tax Court subsequently termed “an ingenius 
method” was devised to effect the purchase. Mr. Smith contracted to 
buy the piston company stock and assigned his rights to the new com- 
pany. The latter borrowed money and paid for the stock. To repay 
the loan, the new company (now the owner of the piston company) 
had all of the piston company’s earnings distributed to it as a dividend. 
This dividend was all the income the new corporation had that year; 
and the stock of the new company was owned entirely by Mr. Smith. 


The result of all this, of course, was that the new company was 
a personal holding company, subject to the 85 per cent personal hold- 
ing company tax. Surplus and earnings, it may be observed, which 
escaped tax in some parties’ hands as unlawfully accumulated earn- 
ings, wound up being taxed, in other hands, as personal holding com- 
pany income.—McKinley Corp., of Ohio, CCH Dec. 25,057, 36 TC —, 
No. 120. 


A. RECENT SALE of professional good will 
fitted so snugly into the purview of one of the Commissioner’s revenue 
rulings that it is hard to see why (except for the fact that $230,000 was 
involved) an issue was ever made of it. A dentist, specializing in 
orthodontia, built up a remarkable practice. It was a “clinic system,” 
wherein patients came to a place rather than to a man, for a number 
of dentists and technicians at three separate places of business dis- 
pensed proficient, “assembly-line” treatment to masses of patients at 
low cost. The founder of the practice spent no more than one day per 
week at one of the clinics—the one which was sold—and if ever a 
profession looked like one not dependent solely upon the personal 
qualifications of the owner, this was it. 


Nondependence upon the personal touch is the Commissioner’s 
cup of tea, in professional good will sales—as Rev. Rul. 60-301 clearly 
attests. But in the case of the sale of the dental clinic, the reporting of 
23/24 of the sale price as capital gain—proceeds from the sale of pro- 
fessional good will—was attacked. Of course, the orthodontist pre- 
vailed—Brooks, CCH Dec. 25,046, 36 TC —, No. 113. 
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WASHINGTON TAX TALK 


HE PRESIDENT HAS ANNOUNCED new depreciation sched- 
gi ules for the textile industry. On May 2, the President directed 
the Treasury Department to review depreciation deductions for textile 
machinery allowed under the federal income tax law in light of chang- 
ing technological conditions in the industry and the competition of 
foreign producers, many of which enjoy more liberal depreciation 
allowances as well as lower wage costs. 


The estimated useful lives suggested by the IRS Bulletin F for 
most textile machinery and equipment have been reduced from 25 
years or longer to 15 years, and in some cases to 12 years. The Treas- 
ury study revealed that the textile industry is experiencing a major 
technological breakthrough, and that recently developed equipment is 
outmoded long before it is worn out physically. 


A continuing study of depreciation allowances for all industries 
is now in progress in the Treasury Department. This study could 
result in the reduction of useful lives of equipment in other selected 
industries. It could also result in a major revision of Bulletin F, last 


revised by the IRS in 1942. 


Expense account deductions.—Hotel operators attending a con- 
vention of the American Hotel Association in Washington, D.C., 
were assured by Commissioner of Internal Revenue Mortimer M. Cap- 
lin that the Service’s review of expense account deductions was not a 
special drive against convention expenses, but rather a general empha- 
sis on abuses by taxpayers who deduct expenses of wives and children 
attending conventions, side trips while at conventions, and vacations 
purported to be business trips. 


A Convention Liaison Committee of the American Hotel Associa- 
tion met with the Commissioner earlier this year because of industry 
rumors of an IRS drive against conventions at resort hotels, and the 
cancellations of conventions during 1961 because of expense account 
legislation pending before Congress which would limit expenses to 


$30 a day. 
Washington Tax Talk 





The Commissioner told hotel asso- 
ciation members that a 1960 study of 
30,000 returns containing expense ac- 
count deductions revealed that only 
3 per cent of the $13 million claimed 
for convention expenses were disal- 
lowed, compared to the disallowance 
of 16 per cent of deductions taken for 
business gifts, and 33 per cent disal- 
lowed for yacht and boat expenses. 


At a later panel discussion before 
the convention by top IRS officials, 
the hotel operators were told: 


(a) That the IRS is making a study 
of business and trade association tax 
returns which involve deductions for 
expenses classed as “lobbying” for 
the defeat or passage of legislation 
and for the support of a political cam- 
paign. If IRS determines amounts 
spent for lobbying were “substantial,” 
it will disallow that portion of the 
deduction of the association, and also 
disallow a proportionate amount of 
association dues paid by members. 
Amounts spent by corporations or 
business concerns determined to be 
used for lobbying purposes would be 
disallowed in full. 


(b) IRS has instructed its agents 
to look further into Cohan rule settle- 
ments as to expense deductions. Agents 
will now require more proof of ex- 
penditures, and taxpayers will be 
warned to keep more adequate rec- 
ords in the future. Agents have been 
instructed to reconstruct actual ex- 
penditures from facts presented, and 
not settle the case on a flat percent- 
age of amounts claimed to have been 
spent by the taxpayer. 


(c) A new audit program will soon 
be started to enlarge the examination 
of organizations holding tax-exempt 
status under 1954 Code Section 501(c) 
or applicable 1939 Code sections, par- 
ticularly those exempt under Section 
501(c)(7) and (8). This examination 
will be increased both in numbers of 
organizations reviewed and depth of 
the audit. In recent months the IRS 
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has re-examined the status of 1400 
tax-exempt organizations to deter- 
mine if they are still following the 
purposes upon which they received 
their tax-exempt status. 


(d) Hotel operators were critical 
of tax-exempt organizations being 
permitted to operate competing facili- 
ties without paying income tax on 
their gains. IRS told association 
members that most of the tax-exempt 
organizations are required to pay in- 
come tax on their “unrelated busi- 
ness” incomes, but that Congress has 
exempted certain types of organiza- 
tions from the unrelated business in- 
come tax payment. 


(e) IRS officials stated that the 
Service will continue to rule contrary 
to the holding of the Seventh Circuit 
in its decision in Bush’s, Inc. (60-1 
ustc § 15,292) which held amounts 
collected from dinner guests prior to 
and after entertainment on the prem- 
ises were not subject to excise cabaret 
taxes. IRS officials stated that if the 
Service continues to lose in the courts 
on this issue, it will have to change its 
present policy. They also felt there 
was a need for clarification by Con- 
gress on this issue. 


Congress 


The Senate delayed ratification of 
the new estate tax convention be- 
tween the United States and Canada 
until the 1962 session of Congress. 

This new convention would replace 
the prior convention which both coun- 
tries felt was administratively inoper- 
ative as a result of the enactment by 
Canada of its new Estate Tax Act, 
which replaced the Dominion Succes- 
sion Duty Act, etfective as of January 
1, 1959. The new tax is an estate 
tax, analogous to ours, whereas the tax 
imposed under the Dominion Succession 
Duty Act was a succession tax im- 
posed on the shares of the benefici- 
aries of an estate. 
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Loss Carry-Overs: 
A Fight to the Finish 


By MALCOLM REED 


The author is a CPA and the managing partner 
of the San Francisco office of Alexander Grant & Company. 


T HEART EVERY TAX MAN is a Walter Mitty. Like James 

Thurber’s day-dreaming hero, the tax man envisions himself win- 
ning a tax saving for his client against insurmountable odds. The net 
operating loss carry-overs for corporations have been his best vehicle 
for playing the Walter Mitty role. Here he imagines himself a light- 
weight boxer going the full route against the heavyweight Champ 
(Treasury Department) and by using sheer ingenuity, quick footwork and 
boxing skill lasting the full fight. 


It is obvious to him at the very beginning that the net operating 
loss deduction was in fact an attempt to eliminate the inequities of an 
annual tax accounting system. This the Court aptly stated in Libson 
Shops, Inc. v. Koehler, when it said, “those provisions were enacted 
to ameliorate the unduly drastic consequences of taxing income 
strictly on an annual basis. They were designed to permit a taxpayer 
to set off its lean years against its lush years, and to strike something 
like an average taxable income computed over a period longer than 
a year.” 

Though it was probably the intent of Congress that this relief was 
meant for the person who had actually suffered the economic loss, our 
tax man was quick to realize that the law was such that the relief 
apparently followed the tax-paying unit. It followed, therefore, that 
a corporation that had incurred a loss was entitled to this relief, even 
though it had become a mere “shell” and had changed both its stock- 
holders and type of business activity. 


In the early rounds, using this “shell” corporation as his “trunks,” 
he was able to pull them up an extra two inches and yell “foul” 
whenever the Champ struck at his midriff, greatly handicapping his 


‘57-1 ustc J 9691, 353 U. S, 891, 
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opponent. He was upheld in his 
claims of foul by the referee (the 
Tax Court) in the early cases. A 
tally indicates that our contender won 
the first seven cases. They were won 
in spite of the addition in 1943 of 
Section 129 to the Internal Revenue 
Code of 1939. This Code section ex- 
pressly disallowed a “deduction, credit, 
or other allowance” if any person 
or persons had acquired directly or 
indirectly control of the corporation, 
and if the principal purpose of the 
acquisition was the evasion or avoid- 
ance of income tax by securing such 
deduction, credit or allowance. 


Although designed by his managers 
(Congress) to help the Champ, the 
referee could not quite see the section 
in the same light. In the case of 
Alprosa Watch Corporation,’ the court 
questions whether the deductions at 
issue could be disallowed even though 
the tax avoidance motive predomi- 
nated, since the deductions were those 
of the corporation whose control was 
acquired and not those of the acquiring 
person. This ruling of the referee re- 
sulted in Section 129 missing the very 
taxpayers at which it was aimed. 


Cloaked by the Alprosa Watch Cor- 
poration case, our Mr. Mitty was most 
successful during the first five rounds. 
In round six the Champ complained 
bitterly and appealed to the ringside 
judges (Federal Court of Appeals). 
As a result, with British Motor Cars 
Distributors, Ltd.,° he got a favorable 
ruling from the judges which made 
Walter lower his trunks to the normal 
position. With this ruling, it finally 
became accepted that Section 129 could 
apply to an acquired corporation. In 
the next rounds our fighter changed 
his tactics and used as his defense the 
fact that the acquisition was made for 


* CCH Dec. 16,559, 11 TC 240. 
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a bona fide business purpose and that 
any tax saving was purely secondary. 
At the beginning of round 12 the 
Champ’s managers gave him com- 
pletely new instructions, which are 
set forth in Sections 381 and 382 of 
the 1954 Code. With these sections 
his right hand was strengthened by a 
detailed explanation of the rules under 
which the net operating loss carry- 
overs could be used. At the same 
time his left hook was sharpened by 
the addition of Subsection (c) to Sec- 
tion 269 in the 1954 Code which had 
replaced Section 129 of the 1939 Code. 
This subsection creates a presumption 
that an acquisition is made to avoid 
income tax in cases where there is 
a disproportionate purchase price. 
With this beefing up, the Champ 
came out fighting with renewed spirit. 
All of which brings us to the events 
of the past year and a prediction of 
what will happen in the future. 
Round 14 opened with the issuance 
of the proposed regulations covering 
Sections 382 and 269 and finished with 
a series of court decisions under Sec- 
tion 269. Let’s look first at the pro- 
posed regulations covering Section 382. 


Change in Ownership 

In general, Section 382(a) provides 
that a net operating loss carry-over 
will not be allowed if there has been 
a change of 50 percentage points or 
more in the ownership of a corpora- 
tion by the ten largest stockholders 
during a two-year period (either as 
a result of a purchase or redemption 
—other than a redemption to pay 
death taxes within Section 303) and 
the corporation has not continued 
substantially the same trade or busi- 
ness. The proposed regulations give 
examples showing how the persons 
selected in the determination of 


*60-1 ustc 7 9417, 278 F. 2d 392 (CA-9), 
rev’ g CCH Dec. 23,254, 31 TC 437, nonacq. 
1959-1 CB 6. 
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whether or not there has been a 50 
percentage point change in ownership 
may well grow in number as the re- 
sult of the application of Section 
318 (constructive ownership of stock) 
and the inclusion of all additional 
persons who own the same percent- 
age of stock as is owned by one of 
the top ten.* 


Stock Acquired by Option 

In the area of stock ownership the 
proposed regulations provide that “stock 
acquired by the exercise of an option 
shall be considered as having been 
acquired on the date the option was 
acquired.” Before a change in busi- 
ness is made it will be necessary to 
determine if any options are in ex- 
istence, to be certain that the 50 per- 
centage point rule will not be violated 
in the future if the option were exer- 
cised, 

The proposed regulations show how 
the net operating loss carry-over will 
be disallowed by (1) a “change of 
business” in the current taxable year 
together with a “change of owner- 
ship” in the prior taxable year or 
during the two years taken as a 
whole; (2) a “change of business” in 
the prior taxable year after the date 
of first increase in stock ownership 
together with a “change of owner- 
ship” in the current taxable year or 
during the two years taken as a 
whole; and (3) “change of business” 
together with a “change of owner- 
ship” in the prior taxable year. In 
this latter category the regulations 
give as an example a change of both 
stock ownership and business in 1958 
and state that Section 382(a) would 
apply as of December 31, 1958, to 
eliminate any net operating loss carry- 
over from 1958 to 1959 and later years. 


The proposed regulations, in Sec- 
tion 1.382(a)-1(h)(3), state that a 
“change in the trade or business of a 


‘Proposed Treas. Reg. Sec. 1.382(c). 
* Proposed Treas. Reg. Sec. 1.382(h)-(5). 
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corporation made in contemplation of 
a change in stock ownership will be 
treated as if such change in trade or 
business had occurred after such change 
in stock ownership.” This conclusion 
on the part of the Champ may well 
lead to an appeal to the referee in 
some instances. 

It should be apparent to our light- 
weight that the rules covering the 
change in stock ownership are fairly 
well defined and offer little room for 
maneuvering. In the phrase “contin- 
ued to carry on a trade or business 
substantially the same as conducted 
before. .” (Section 1.382(a)(1)), 
Mr. Mitty may find the opportunity 
for a little fancy foot work; however, 
he has best take a hard look at the 
proposed regulations lest he trip him- 
self up. 


Proposed Regulations 


The proposed regulations give as 
the general objective of Section 382(a) 
the disallowance of a net operating 
loss carry-over to offset income of a 
business which is unrelated to the 
business that produced the losses. The 
proposed regulations further state that 
the disallowance is not to be depend- 
ent “upon the consideration of pur- 
pose, motives, or content, but that it 
is to be established by the objective 
facts of the particular case.” * Among 
the relevant factors to be taken into 
account are changes in the corpora- 
tion’s employees, plant, equipment, 
production, location and customers. 

They further state that if a corpo- 
ration is inactive at the time of an 
ownership change, a change of busi- 
ness has occurred even though the 
corporation subsequently reactivates 
the same line of business.*° In the 
examples given, the business is dor- 
mant for a nine-month period and 
then reactivated. 


*Proposed Treas. Reg. Sec. 1.382(h)-(6). 
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What Is a 
“Change of Business'’? 

We should be aware of what the 
Champ considers a change of busi- 
ness by briefing some of the examples 
given in the proposed regulations: 


(1) The corporation discontinues 
more than a minor portion of its busi- 
ness after the increase in stock owner- 
ship. In determining what constitutes 
“minor,” consideration will be given 
as to whether or not the discontinu- 
ance has the effect of utilizing loss 
carry-overs to offset the gains of an 
unrelated business. 


(2) If a corporation discontinues a 
minor portion of its business that has 
not produced a loss carry-over, in 
order to provide funds to reactivate 
a portion of its business that has pro- 
duced a loss carry-over, then it will 
be considered that substantially the 
same business is being carried on. 


(3) The corporation is permitted to 
add a new activity after an increase in 
ownership, provided that it continues 
to carry on its prior business. The 
proposed regulations do, however, 
refer to Section 269 and regulations 
thereunder. In short, our lightweight 
is still warned to have his “business 
purpose” guard up lest he be floored 
by a wicked left hook (Section 269), 
while watching his opponent’s right 
(Section 382). 

(4) A change in location plus either 
a change in customers or employees 
would constitute a change in busi- 
ness. However, merely moving from 
a downtown location to a suburban 
one, while still retaining most of the 
customers and employees, will not 
constitute a change in business activity. 

(5) The disposal or loss of a license 
or franchise may well indicate a change 
in business. 


(6) Where the corporation’s serv- 
ices are primarily performed by one 


person, the replacement of one indi- 
vidual by another to perform this 
specialized service will be a change in 
business activity. 


In adding Section 382(b) to the 
1954 Code, the committee stated that, 
“If the stockholders of the loss cor- 
poration had a 20 per cent or more 
interest in the successor corporation, 
it is felt that there is a sufficient con- 
tinuity of interest in the net operating 
loss carryover to justify permitting 
the entire net operating loss to carry 
over.” * Thus, under Section 382(b) 
the net operating loss carry-over is 
reduced unless there is a 20 per cent 
or more continuity of interest in the 
successor corporation by the stock- 
holders of the loss corporation. The 
proposed regulations require that the 
20 per cent ownership of stock in the 
successor corporation must be predi- 
cated upon ownership of stock in the 
loss corporation immediately before 
the acquisition. It can not be satis- 
fied by any other acquisition of stock 
of the successor corporation, nor will 
any stock held in the successor corpo- 
ration prior to the reorganization be 
counted as being held by the loss 
corporation shareholders. 


Summary of Section 382(b) 
In interpreting Section 382(b), the 


proposed regulations give specific 
rules covering different types of ac- 
quisitions. Briefly these may be sum- 
marized as follows: 


(1) Where either the transferor or 
the acquiring corporation owns out- 
standing stock of the loss corporation 
before the reorganization, then it is 
treated as owning immediately after 
the reorganization a percentage of 
the acquiring corporation’s outstand- 
ing stock, 


(2) Ifimmediately before a reorga- 
nization the transferor corporation 





*83d Cong., 2d Sess. S. Rept. No. 1622 
(1954), p. 285. 
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and the acquiring corporation are 
owned substantially by the same per- 
sons in the same proportion, the re- 
quired reduction in net operating loss 
carry-over will not apply. Examples 
given in the proposed regulations 
would indicate that a variation of two 
or four percentage points is substan- 
tially proportionate, but a variation 
of 10 to 20 percentage points is not.® 

(3) In the event that a loss corpo- 
ration is acquired by a corporation 
which, in turn, is controlled by a third, 
the shareholders of the loss corpora- 
tion will be deemed to own that per- 
centage of the acquiring corporation 
which the value of their stock re- 
ceived in the controlling corporation 
bears to the total value of the acquir- 
ing corporation.’ Assuming that the 
shareholders of loss corporation A re- 
ceive stock valued at $20,000 in cor- 
poration C (the controlling or parent 
corporation), then if the value of the 
acquiring (controlled or subsidiary) 
corporation is $40,000, the shareholders 
of the loss corporation are said to 
own 50 per cent of the acquiring cor- 
poration immediately after the reor- 
ganization. The proposed regulations 
provide that the carry-over shall be 
used only by the acquiring (subsidi- 
ary) corporation and, if the acquiring 
corporation is liquidated into the con- 
trolling corporation, the remaining 
loss carry-over will be subject to a 
generally stricter test. The percent- 
age will be computed as though the 
loss corporation had been directly 
acquired by the controlling or parent 
corporation. Assuming the above 
facts, if the total value of the corpo- 
ration C was $400,000, then the share- 
holders of the loss corporation would 
be treated as owning only 5 per cent 
in C and the loss carry-over available 
to C would be sharply reduced. 


*Proposed Treas. Reg. Sec. 1382(b)- 


1(d)(2). 
Loss Carry-Overs 


(4) Throughout the proposed regula- 
tions, it is stated that any acquisition, 
disposition, or reduction of stock of 
any of the corporations involved for 
the purpose of avoiding the require- 
ments of this section will be disregarded. 
Similarly, two or more successive re- 
organizations will be treated together 
if they were undertaken to avoid the 
20 per cent continuity requirement. 

Under Code Section 382(b)(1) and 
(2), the amount of the net operating 
loss carry-over allowed is proportional 
to the percentage of the fair market 
value of the outstanding stock of the 
acquiring corporation owned by the 
stockholders of the loss corporation 
after the acquisition. For each per- 
centage point of such stock owned by 
such stockholders, 5 per cent of the 
net operating loss carry-over is al- 
lowed. According to the proposed 
regulations, any reduction effected under 
Section 382(b) is to be applied to the 
total of all the allowable net operat- 
ing loss carry-overs of the loss corpo- 
ration without regard to the taxable 
years in which they were sustained. 
Similarly, the reduction may apply to 
the carry-overs of more than one cor- 
poration which is a party to the re- 
organization. 

Code Section 382(a) (4) insures that 
no portion of the carry-overs equal 
to the amount of the reduction will be 
available for deduction in subsequent 
taxable years of the acquiring corpo- 
ration. This is accomplished by mak- 
ing mandatory an increase in the 
income of the acquiring corporation 
for its first taxable year ending on or 
after the day of transfer by the 
amount of the reduction computed 
under Section 382(b)(2). In the event 
the transfer occurs before the last 
day of the taxable year of the acquir- 
ing corporation, the adjustment to 
income shall be considered as an in- 
crease in income of the post-acquisition 


* Proposed Treas. Reg. Sec. 1.382(b)-1(g). 
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part of the year and no portion of the 
adjustment will be considered an in- 
crease of the pre-acquisition part of 
the year. 


The proposed regulations verify 
what Walter Mitty had long sus- 
pected, namely, that Code Sections 
381 and 382(b) fairly well reduce to 
a mathematical formula the limita- 
tions of the loss carry-overs. 

Thus, in the fourteenth round, the 
Champ’s right hand seemed little 
more dangerous than had been antici- 
pated. The big news is the sudden 
development of a wicked left hook 
(Section 269 of the 1954 Code) in the 
form of a series of tax cases decided 
in favor of the Champ. Before we 
give you a blow-by-blow description, 
it might be well to review the pro- 
posed regulations under Section 269.*° 

Section 269 comes into play if any 
person or persons acquire, directly or 
indirectly, control of a corporation or 
if any corporation acquires, directly 
or indirectly, property of another cor- 
poration not controlled by it or by its 
stockholders, directly or indirectly 
immediately before the acquisition. 
The principal purpose of acquisition, 
however, must be the evasion or 
avoidance of federal income tax by 
securing deductions, credits or allow- 
ances which such persons would not 
otherwise enjoy. 

“Control” is defined as the owner- 
ship of stock possessing at least 50 
per cent of the total combined voting 
power of all classes of stock entitled 
to vote or at least 50 per cent of the 
total value of shares of all classes of 
stock. 


The proposed regulations amplify 
the clause, “the principal purpose for 
which such acquisition was made is 
evasion or avoidance of Federal in- 
come tax .” by listing the fol- 
lowing situations in which there is a 
strong indication that their principal 


* Proposed Treas. Reg. Sec. 1.269-3(b)(1). 
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purpose was either evasion or avoid- 
ance: 

(1) A corporation (or other busi- 
ness enterprise) with large profits 
acquires control of (or is acquired 
by) a corporation with current, past 
or prospective net operating losses 
or other allowances and the acquisi- 
tion is followed by a transfer or an 
action which would utilize losses not 
otherwise available to it. 

In the example given, an individual 
acquires all of the stock of a loss 
corporation which continues its pres- 
ent business activity. Shortly after 
the acquisition, the individual trans- 
fers to the loss corporation all of the 
assets of a profitable business which 
he had previously acquired. Thus, the 
net operating loss carry-overs are 
used to offset the gains of an unre- 
lated business and the acquisition will 
be deemed an evasion or avoidance. 
Mr. Mitty will be quick to recognize 
that this example under Section 269 
may take away the opening which he 
may have thought existed when he 
read a somewhat similar example in 
the proposed regulations, at Section 
1.382(a) -1-(h)(8) without giving 
thought to business purpose. 

(2) A corporation holding assets 
that have high earning power trans- 
fers them to a newly organized sub- 
sidiary. It retains for itself assets 
which will produce losses. It does 
this for the purpose of securing re- 
funds through the use of net operat- 
ing loss carry-backs. 


Examples 


The proposed regulations also give 
the following examples where the ac- 
quisition of property would be indi- 
cative of a purpose to evade or avoid 
tax: 


(1) A corporation acquires prop- 
erty having a carry-over basis which 
is materially greater than its fair 
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market value at the time of acquisi- 
tion, in order to use the property to 
create tax reducing losses.” 

(2) A subsidiary corporation with 
large net operating losses acquires 
high earning assets comprising a 
separate business from its parent cor- 
poration to utilize the net operating 
losses which would otherwise be un- 
available either to it or to the parent.” 


As stated before, the Champ’s left 
hook has been further strengthened 
by the addition of Section 269(c). 
The proposed regulations thereunder 
make the presumption that when the 
consideration paid for the acquisition 
is substantially less than the aggre- 
gate of (a) the adjusted basis of the 
properties of the acquired corporation 
(or of the property directly acquired by 
a corporation) and (b) the tax benefits 
gained as a result of the acquisition 
(to the extent not reflected in the 
adjusted basis of the property), then 
this fact is prima facie evidence that 
the principal purpose is for avoiding 
tax. 

To further stagger our man, the 
proposed regulations in Section 1.269- 
(6) imply that no matter how ineffec- 
tive the Champ may be with his right 
hand, his left may very well prevail. 
In this section it is expressly stated 
that Section 269 may be applied to 
“disallow a net operating loss carry- 
over even though such carryover is 
not disallowed (in whole or in part) 
under Section 382 and the regulations 
thereunder.” 


Thus, the proposed regulations in- 
dicate that the balance of the fight 
will likely be a series of terrific left 
hooks under Section 269. This has 
been at least partially confirmed by 
the way the latest round of the con- 
test considered here ended. 





" Proposed Treas. Reg. Sec. 1-269-3(c)(1). 
* Proposed Treas. Reg. Sec. 1.269-3(c) (2). 
* CCH Dec. 24,637, 35 TC —, No. 75. 

* Cited at footnote 14, at p. 2094. 


Loss Carry-Overs 


The heavy throwing of leather oc- 
curred recently with a number of 
court decisions favoring the Champ. 
Since the first of the year Walter 
Mitty has been floored no less than 
six times by the Champ’s left hook, 
involving cases under Section 269 and 
its predecessor, Section 129 of the 
1939 Internal Revenue Code. 


In the cases where the Champ’s 
left hook landed with a telling blow, 
it is interesting to note that each blow 
landed in a slightly different area of 
Mr. Mitty’s jaw. In Army Times Sales 
Company,* the court held that the 
principal purpose of acquiring control 
was to evade or avoid federal income 
tax by securing to the stockholder 
the benefit of deductions, credits or 
other allowances which he would not 
otherwise have enjoyed. Here, the 
loss corporation was acquired and 
shortly thereafter the magazine which 
it was publishing was terminated and 
there was transferred to it a selling 
activity which had theretofore been 
successfully conducted by another 
corporation controlled by the same 
taxpayer. Petitioners in this case 
could rely upon oral testimony to 
substantiate their contention that the 
acquisition was motivated principally 
by a bona fide business purpose. In 
the decision the court stated, “actions 
speak louder than words.” ** 

“In the instant case the immediate, 
proximate, and admittedly anticipated 
results of the acquisition of Sales 
Company by Ryder were the securing 
to him of definite and valuable tax 
advantages.” *® 

In Brown Dynalube Company, Inc.,*® 
after a loss corporation was acquired, 
the controlling stockholders caused it 
to purchase profitable packaging ma- 
chines from another of their controlled 

* Cited at footnote 13, at p. 2094. 


*CCH Dec. 24,676(M), 20 TCM 255, 
TC Memo. 1961-46. 
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corporations. After the sale of the 
packaging machines to Dynalube, 
the other corporation continued in the 
same business but did not operate as 
extensively, and its net income was 
reduced some $50,000. The petitioner 
sought to establish that the principal 
purpose of acquisition of the profit- 
making machinery by the loss corpo- 
ration was to promote Dynalube’s 
grease gun business. However, the 
evidence indicated that there were no 
grease gun sales for the three years 
after Dynalube was acquired, nor was 
there any evidence of an effort to 
make such sales. The court said, “the 
entire record discloses a tax avoiding 
scheme to transfer profit making ma- 
chinery to a loss corporation with 
other ancillary tax benefits.” 


In J. G. Dudley Company, Inc." a 
loss corporation repurchased all but 
two of its outstanding shares of stock 
with funds provided by almost com- 
plete liquidation. The remaining stock- 
holders then transferred to the “shell,” 
a profitable heating, electrical and 
plumbing business, which had been 
operated as a sole proprietorship, in 
exchange for cash and stock. The 
court stated, “there has not been met 
here the ‘requirement of a continuity 
of business enterprise’ such as would 
justify allowing petitioner to utilize 
its claimed loss carryover, and this 
regardless of whether or not there 
was any motive of tax avoidance when 
Dudley acquired control of peti- 
tioner.” ** The court further stated 
that the burden was on the petitioner 
to show error in the commissioner’s 
determination that tax avoidance was 
the principal purpose. This he had 
not done, 

In Temple Square Manufacturing 
Company,’® we have a perfect example 
of a series of step transactions which 


were considered as one by the court. 
In a three-week period two stock- 
holders purchased the stock of a very 
profitable fireplace screen manufac- 
turing corporation, then dissolved the 
fireplace screen corporation and trans- 
ferred its properties to the petitioner 
(loss corporation) which then engaged 
in the fireplace screen business. The 
two stockholders then sold their stock 
in the loss corporation to three trusts 
which had been created in 1949. The 
court stated, “the only difference be- 
tween this caseeand the cited cases 
is that there the loss corporation ac- 
quired the profitable business before 
the trust acquired petitioner’s stock. 
The difference is a factual immateri- 
ality. It was still a scheme, carried 
out by several integrated steps, for 
the principal purpose of securing the 
benefit of deductions from the losses 
of the abandoned automobile busi- 
ness.” 7° 

The Huddle, Inc.,2* involves a loss 
corporation which had a complete 
change of ownership, had not been 
active for six months and immediately 
after the change in ownership began 
to operate in the same line of business 
(cafeteria), but in another locality. 
Shortly thereafter the new stockholders 
transferred to it another cafeteria 
which had been operating success- 
fully. Here the court held that the 
fact that the loss corporation’s busi- 
ness in its original location had not 
been reactivated indicated that the 
principal purpose in acquiring the 
stock was to avoid tax. 


Perhaps it is well to end on a happy 
note, namely the time that Walter 
Mitty was able to put up his business 
purpose defense and rock with the 


blow. 


In Baton Rouge Supply Com- 
pany, Inc.,”* the defensive posture was 





*CCH Dec. 24,691(M), 20 TCM 298, 
TC Memo. 1961-55. 

* Cited at footnote 17, at p. 302. 

” CCH Dec. 24,778, 36 TC —, No. 4 
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ideal. In this case the purchasers of 
the loss corporation’s stock were able 
to prove that they were unaware the 
corporation even had a loss carry- 
over until after the contract of pur- 
chase had been signed. They were 
further able to show that they had 
purchased the loss corporation be- 
cause they needed the land it owned 
for their expanding business interests. 
The court held: “The evidence in this 
case affirmatively establishes that the 
acquisition of the stock of petitioner 
was for a bona fide business purpose.” 

Groggy but game, our Walter Mitty 
awaits the beginning of the next round. 
The blows so far have not endan- 
gered his reasoning ability, but they 
certainly have caused him to concen- 
trate on two points. First, that there 
be a continuity of business. Here he 
must watch every little detail, lest a 
series of them give the referee reason 
to believe that a change of business 


did in fact occur. Second, that there 
be a good business purpose for the 
acquisition. This defense must be 
planned before the Champ’s left hook 
is cocked. There should be docu- 
mentary proof that there was, in fact, 
a bona fide business purpose for the 
acquisition, and that the net 
carry-over was merely a minor con- 
sideration, if it were considered at 
all. It would be most desirable for 
Mitty to be able to show that the ac- 
quisition was entered into with high 
expectations of large profits. These 
contentions should be supported by 
surveys and planning which might 
include such things as market studies, 
projected gross profits and similar 
factual ammunition. 


loss 


As the bell rings, he goes in wary 
but hopeful that if he can keep up 
his business continuity and his busi- 
ness purpose defense, he can last out 


the fight. [The End] 


The Language Barrier 
in Oil and Gas Taxation 


By JAMES W. ROBERTSON 


The author is a CPA and the tax 
manager of the Dallas office 
of Alexander Grant & Company. 


HE OIL and gas industry has 

developed over the years many 
arrangements which were necessary 
to meet the changing needs of the 
industry. The arrangements and the 
terms describing them are a source 
of difficulty to a person beginning the 
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study of oil and gas taxation. For this 
reason, the primary concern of this 
paper is to provide a background for 
further study of oil and gas taxation 
by describing the arrangements pe- 
culiar to this industry. The discus- 
sion will be divided into four areas 
—acquisition of leases, financing of 
test and development wells, produc- 
tion of oil and gas, and financing of 
the purchase of producing propefties. 
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Acquisition of Leases 


Before an oil man enters into a 
leasing program, he makes an investi- 
gation of the subsurface of an area 
using geological data and surveys to 
determine if suitable conditions exist 
for the accumulation of oil and gas. 
Sometimes the investigation requires 
the prospective lessee or his agent to 
make tests on the land in the area. 
For the right to enter and make geo- 
physical surveys (shooting rights), 
the prospective lessee pays the land- 
owner a certain fee. Where the fee is 
received for the use of the land, the 
amount of the fee is rental income. 
After the investigation has been com- 
pleted and the information inter- 
preted, the oil man selects the proposed 
leasing area and contacts the land- 
owners in the leasing area in an at- 
tempt to secure oil and gas leases. In 
order to obtain the leases, the lessee 
usually pays the landowners a bonus 
(lease bonus), of X dollars per acre. 
The bonus is considered to be an ad- 
vance payment of the landowner’s 
share of the oil and gas and is subject 
to the depletion allowance. The les- 
see usually agrees to pay a delay 
rental if the development has not been 
commenced within a given period pro- 
vided, of course, the lessee wishes to 
continue the lease. Since this pay- 
ment is in the nature of a rental, it is 
not subject to the depletion allowance. 


In an ordinary leasing transaction, 
the landowner grants the lessee an oil 
and gas lease but retains for himself 
a royalty interest in the oil and gas 


produced from the property. The 
landowner, as owner of the royalty 
interest, does not have to bear any of 
the operating costs of the lease, such 
as drilling, development and operat- 
ing expense. The owner of the roy- 
alty does, however, share in the oil 
and gas produced from the lease for 
the entire life of the lease. 


The lessee, as owner of the oil and 
gas lease, bears all of the production 


848 


November, 1961 @ 


and development expenses. The les- 
see’s interest is generally referred to 
as the “working interest” or the “oper- 
ating interest.” 

Instead of drilling and developing 
the property, the lessee may transfer 
the oil and gas lease to another per- 
son. The transfer can take the form 
of a sublease, a sale or anticipation of 
income. When the characteristics of 
a lease are present in the conveyance, 
the transfer will be a sublease. If 
not, the lease will be treated as a sale 
or as anticipation of income. 


The characteristics of a lease are 
these: (1) the grantor does not share 
in the operating costs; and (2) the 
grantor has an interest in the income 
for the life of the lease. If the lessee 
conveyed the lease but retained a roy- 
alty (overriding royalty) interest, the 
lessee would satisfy both of these 
requirements and the conveyance 
would be a sublease. 


The lessee may retain a “net profit 
interest” instead of a royalty interest. 
With a net profit interest he shares 
in the production of the lease, meas- 
ured by the net profit from operation 
of the lease. The net profit continues 
for the life of the lease. Thus, the 
conveyance of the lease subject to a 
net profit would also satisfy the re- 
quirements of a sublease. 

The lessee might convey the lease 
and retain an oil payment. An oil 
payment is a share in the oil and gas 
free from operating costs, terminating 
when a given amount of oil or gas is 
produced. Since an oil payment will 
not continue for the life of the lease, 
the conveyance is not a sublease, but 
a sale. 

If only a part of the lease is con- 
veyed, the transfer is a sale. For 
example, A, the owner of an oil and 
gas lease, assigns 50 per cent of the 
lease to B for X dollars. Since only 
the quantity and not the character of 
A’s property is changed, A has made 
a sale. 
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Where an oil payment is conveyed 
and the lease is retained by the les- 
see, the conveyance is considered to 
be anticipation of ordinary income. 
The oil payment price is subject to 
the allowance for depletion, 

The determination of a conveyance 
as a sublease, a sale or anticipation of 
income depends upon the facts of the 
particular conveyance and not upon 
the terms used in the instrument. For 
example, A conveys a lease with total 
reserves valued at $100,000 and re- 
tains a $1,000,000 oil payment. From 
these facts, it would be determined 
that the lessee retained a royalty in- 
terest instead of an oil payment be- 
cause the $1,000,000 payment would 
last for the entire life of the lease. 
The conveyance would then be a sub- 
lease rather than a sale. 


Financing of Test and 
Development Wells 


Until a well is drilled on or near a 
lease, the value of the lease is un- 
known. In order to prove or disprove 
value, a portion or all of the lease can 
be conveyed, conditioned upon drill- 
ing a well within a certain period of 
time. The conveyance under such a 
condition is called a “farm-out.” The 
lessee may use the “farm-out” for 
numerous reasons: (1) he has other 
areas that he believes are more prom- 
ising; (2) he has exceeded his drilling 
budget; or (3) he desires an economi- 
cal way to determine the value of his 
property or properties before he spends 
large sums in the area. From an in- 
come tax viewpoint, no gain or loss 
is recognized to the assignor, in a 
“farm-out” (under the pooling of in- 
terest theory), if no consideration 
other than drilling the well is given. 


Under the regulations, a person is 
given the option to expense intangible 
drilling and development costs, de- 
fined as “expenditures made by an 
operator for wages, fuel, repairs 
incident to and necessary for the 
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drilling of wells and the preparation 
of wells for the production of oil and 
gas.” The definition excludes cost of 
installing production facilities such as 
pumps, flow lines and storage tanks. 
In other words, the intangible costs 
incurred to the point of connecting 
the pump are within the option to ex- 
pense, whereas the intangible costs 
incurred after installation of the pump 
and other production facilities are not 
within the election. Where a pump 
is unnecessary, the costs of connect- 
ing the Christmas tree, the apparatus 
on top of the well that controls the 
flow of oil and gas from the well, may 
be expensed as intangible drilling and 
development costs. Of course, the 


cost of casing, tubing and other de- 
preciable equipment in the well can- 
not be expensed. 


The option to expense intangible 
development costs (I. D. C.) is al- 
lowed to a party only to the extent 
attributable to his operating interest 
in the lease. If A assigns 50 per cent 
of a lease to B in consideration of B’s 
drilling a well on the lease, B could 
expense only 50 per cent of the cost 
of drilling the well, as only 50 per 
cent of the cost is attributable to his 
interest. The other 50 per cent of the 
cost would have to be capitalized as 
leasehold cost. 

In order to induce an investor to 
assume the cost of drilling the well 
under a “farm-out,’ he must be as- 
sured of an expense deduction for all 
his intangible costs of drilling the 
well. Many other arrangements, such 
as the checkerboard pattern, carried 
interests and joint ventures, have 
been used in an attempt to accomplish 
this result. 

Where a large block of acreage is 
under lease, the owner of the leases 
might assign 40-acre tracts in a 
checkerboard pattern to a person, con- 
ditioned upon the drilling of a well 
on each tract within a certain time 
period. If the grantor had conveyed 
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the “odd tracts,” he could still share 
in the increased value of the property 
as he still has the “even tracts.” In 
this way, the investor would be al- 
lowed to expense the cost of drilling 
the wells, since the investor had 100 
per cent of the operating rights on 
the lease (40-acre tract) where the 
well was drilled. 


The carried interest is an arrange- 
ment in which one party agrees to 
pay the entire cost of drilling a well 
or wells and to reimburse himself for 
the other parties’ cost out of future 
production. The cost of the other 
parties is carried or assumed by the 
person conducting the drilling. 

The three general types of carried 
interest are Manahan, Hardon and 
Abercrombie, which are named after 
court cases. In the Manahan type, the 
owner of a working interest transfers 
the lease, subject to a reversionary 
interest, to a third party who agrees 
to pay the cost of the drilling and 
equipping of the well. When the 
third party recoups his drilling costs, 
equipment and operating expenses 
from the oil and gas produced from 
the lease, a portion of the working in- 
terest reverts to the grantor. The 
grantor does not recognize any in- 
come or have any deductions until 
the payout period is complete. The 
grantee, or third party, reports all the 
income, all the drilling costs and other 
expenses during the period of payout. 
After the payout period, each party 
reports his proportionate share of in- 
come and expenses. 

The Hardon type of carried interest 
is one in which the grantor conveys 
a portion of the working interest and 
an oil payment, payable out of the 
retained working interest, in return 
for the grantee’s drilling a well on the 
lease. During the payout period, the 
grantor would have no income or de- 
ductions arising from a receipt or 
payment by the grantee. The grantee 
would deduct only the intangible de- 
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velopment cost applicable to his work- 
ing interest and would capitalize the 
amount applicable to the grantor’s 
share as the cost of the oil payment. 


The grantor in the Abercrombie type 
of carried interest conveys a portion 
of the working interest and gives a 
lien on the interest retained in return 
for the drilling and equipping of a 
well. The grantee recoups the cost 
applicable to the grantor’s retained 
interest out of the production appli- 
cable to the grantor’s interest. The 
arrangement is treated as if a loan had 
been made to the grantor, even though 
the grantee can recoup only the cost 
out of the lease itself. The grantor 
and the grantee report the cost of 
drilling and the income and expenses 
applicable to their respective shares 
in the lease. 

At the present time, the joint ven- 
ture is the most popular device used 
to secure the intangible drilling cost 
deduction for the investor, In a joint 
venture arrangement, one party usu- 
ally contributes the lease and the 
other party, or parties, contributes 
the cash necessary to drill and equip 
the well or wells. Under the partner- 
ship regulations, the cost of drilling 
can presumably be allocated to the 
person furnishing the cash, provided 
the principal purpose of the allocation 
was not the evasion or avoidance of 
federal income tax. 


After the investor has assumed the 
responsibility for the drilling of a 
well, he may contact neighboring lease 
owners who are interested in the drill- 
ing of a test well in the area and se- 
cure a promise that the neighboring 
lease owners will pay a certain sum 
to the investor upon the drilling of a 
well to a certain depth (bottom hole 
contribution) or upon drilling a dry 
hole (dry hole contribution). In this 
way, the investor can reduce the cost 
of drilling the test well. If the well 
is a producer, the bottom hole con- 
tribution is capitalized by the neigh- 
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boring lease owners. If the well is a 
dry hole, the bottom hole contribu- 
tion is expensed. 


After the investor has secured the 
promise from the lease owner, he will 
then contact an independent drilling 
contractor and contract to drill a well 
either on a turnkey contract or a 
footage contract. A turnkey contract 
provides for payment for drilling a 
well to a certain depth or for reaching 
the point of running oil into the tanks. 
The contract with the independent 
drilling contractor may or may not 
provide that the cost paid to third 
parties, such as costs of drilling mud, 
electric well logs and digging of pits, 
are to be borne by the investor. A 
footage contract provides payment for 
drilling at a certain amount per foot 
of the hole drilled. The investor pays 
all or most of the third party charges. 


Production of Oil and Gas 


Upon reaching the depth of the 
prospective formation, the well may 
be completed as a producer or it may 
be plugged and abandoned as a dry 
hole. If the well is a producer, the 
owners of the operating interest sign 
an operating agreement which desig- 
nates one person as the operator. The 
operator manages the lease and bills 
the owners for their proportionate 
share of the cost of operations. 


Arrangements are also made for the 
sale of the oil or gas to pipelines. 
While waiting for the pipeline to pur- 
chase the oil or gas, the lessee may 
be required under the terms of his 
lease to make payments (shut-in roy- 
alty payments) to the landowner. If 
the lessee is to be reimbursed out of 
future production, the payments should 
be treated as income subject to de- 
pletion. If the lessee does not have 
the right to reimbursement, the pay- 
ment is more in the nature of a rental 
and is not subject to the depletion 
allowance. 


Oil and Gas Taxation 


The pipeline company agreement 
may contain a “take or pay clause,” 
whereby the lessee is paid a certain 
amount even if the pipeline does not 
take any gas. Usually the purchaser 
reserves the right to offset any excess 
payment made under this clause 


against amounts payable on future 
production from the lease. 


After the pipeline takes the oil or 
gas, the lessee and the royalties owners 
receive, directly from the pipeline, a 
check for the oil or gas produced dur- 
ing the preceding period. The amount 
of the check represents the balance 
remaining after state severance or 
production taxes have been deducted. 
In order to determine gross income, 
the severance or production taxes 
have to be added to the amount of 
the check. | 

Gross income becomes important in 
computing the depletion deduction for 
federal income tax purposes. The de- 
pletion allowable is the greater of cost 
depletion or of percentage depletion. 
Cost depletion is simply the amortiza- 
tion of the tax cost of the property 
over its remaining useful life. Sup- 
pose a lease (tax basis of $100), with 
an estimated recoverable reserve of 
oil of 10,000 barrels, produced 1,000 
barrels of oil during the year. The 
cost depletion for the year would be 


$10. ($100 X 1,000/10,000.) 


The amount of percentage deple- 
tion is 271% per cent of gross income 
but not in excess of 50 per cent of net 
income from the property. Suppose, 
for example, the gross income from 
the property is $3,000 and the total 
expense is $500. The amount of per- 
centage depletion is $825 ($3,000 X 
27% per cent, but not to exceed 50 
per cent X 3,000 — 500). In the 
examples, the depletion allowable 
would be $825, since the percentage 
depletion of $825 exceeds the cost 
depletion of $10. As these examples 
illustrate, depletion allowable is not 
limited to the tax basis of the property. 
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After the well is completed as a 
producer, the lessee may sell a “carved- 
out oil payment.” The oil payment 
is carved out of, or created from, the 
lessee’s working interest. The sale 
is considered an anticipation of ordi- 
nary income and is subject to the 
depletion allowance. 


Sometimes the operating unit is 
larger than one lease, in order that 
the operations can be handled more 
easily or more economically. Areas 
in which the larger units may be used 
are waterfloods and gas injection 
projects. The waterflood and gas in- 
jection methods are secondary recov- 
ery methods. These are used in 
certain types of producing fields in 
which production of oil or gas has 
declined considerably. The two methods 
require the forcing of water or gas 
into the producing formation in the 
hope that production will be increased. 

Another area in which the larger 
unit is advantageous is in “cycling 
operations.” Cycling is the removal 
of distillate (natural gasoline) from 
“wet” natural gas and the return of 
the remaining gas to the field. 


When the owners of the leases have 
agreed to combine (unitize) their 
property in an operating unit, the re- 
spective share of each participant in 
the unit has to be determined. Each 
owner is viewed as owning an interest 
in the unit and not an interest in the 
lease. Each participant shares in the 
income of the unit and bears his re- 
spective cost. 

The formation of the unit can be 
accomplished by the transfer of inter- 
ests in leases in exchange for the 
transfer of interests in the unit. This 
formation can also be accomplished 
by the pooling of production. For 
federal income tax purposes the for- 
mation of the unit is treated as the 
exchange of like property and is tax- 
able only to the extent of “boot.” 
Many times the formation takes place 
after a portion of the development has 
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been completed, with some owners 
transferring undeveloped leases to the 
unit and others transferring fully de- 
veloped leases. The development 
cost is equalized among the members 
of the unit by one of several methods, 
such as making a cash payment, 
granting the over-contributing party 
an oil payment equal to the over-con- 
tribution, or allowing the under-con- 
tributing party to bear the future 
development cost until they are equal- 
ized. Where the production payment 
is granted, the value of the production 
would be treated as “boot.” The oil 
payment would probably be treated 
by the unit as anticipation of income. 
The income tax treatment is uncer- 
tain when future development costs 
are paid by certain members to 
equalize costs. 

One income tax problem in the for- 
mation of the unit is the conversion 
of depreciable property into deplet- 
able property. The transfer of a lease 
for an interest in the unit may require 
the allocation of basis according to 
the relative fair market value of the 
leasehold and lease and well equip- 
ment exchanged. The problem can 
be avoided if the depreciable property 
is exchanged separately for the de- 
preciable property of the unit. 


Financing of Purchase 
of Producing Properties 


One of the favorite devices used for 
financing the purchase of oil and gas 
properties has been the ABC deal. 
Under this arrangement, the owner of 
the oil properties would sell the prop- 
erties and retain an oil payment. The 
oil payment would then be sold to a 
bank or an insurance company. The 
owner would report a sale of the 
working interest and a sale of an oil 
payment, both of which are subject 
to capital gains treatment. The pur- 
chaser of the working interest and 
the purchaser of the oil payment would 
record their respective cost of the as- 
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sets purchased. After the sale, the 
income applicable to each interest pur- 
chased would be reported by the re- 
spective owners. If the purchaser had 
borrowed the funds directly from the 
bank or insurance company and pur- 
chased the property directly, he would, 
of course, be required to report all the 
income. The different treatment of 
income used to pay the bank or in- 
surance company results in a more 
favorable income tax treatment to the 
purchaser under the ABC deal. The 
use of the ABC deal also results in 
the seller’s being able to command a 
better price for his properties. 
Recently, the Internal Revenue 
Service announced that it will no 
longer issue private rulings on the 
income tax treatment of an ABC deal. 


Until its status is more fully deter- 
mined, the ABC deal will probably 
be used sparingly. 


Conclusion 

As the foregoing material suggests, 
there are many possible arrangements 
under which oil and gas properties 
can be acquired, financed and de- 
veloped. However, it becomes quite 
apparent that the tax practitioner 
must develop not only a full under- 
standing of the problems peculiar to 
this industry, to take full advantage 
of these possibilities, but he must also 
become familiar with the special lan- 
guage of the oil and gas industry in 
order to work effectively within it. 


[The End] 


Section 531—Recent Cases 


Suggest New Problems 


By DESHLER D. ARMSTRONG 


The author is a CPA and a partner 
in the Denver office 
of Alexander Grant & Company. 


Recent cases involving the penalty 
for accumulation of surplus have done 
relatively little to clarify the perplex- 
ing problems that can arise in at- 
tempting to determine the proper 
application of Sections 531 and 537. 
As might be expected, the new cases 
have raised new problems in an area 
that already has been characterized 
by doubt and uncertainty. Our aim 
here is to scan the recent cases with 


* Mountain State Steel Foundries, Inc., 60-2 
ustc J 9797, 284 F. 2d 737, rev’g CCH Dec. 
23,522(M), 18 TCM 306. 
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a view to isolating problems that are 
of general concern and to derive what 
lessons we can from the fate of tax- 
payers who have contested the Com- 
missioner’s assessment of the penalty. 


Redemptions of Stock 


The death of Ben Miller in 1945 was 
the first in a series of events which 
were to enmesh Mountain State Steel 
Foundries, Inc. in the vagaries of 
Section 102 of the 1939 Code, the 
penalty for unreasonable accumula- 
tion of surplus.’ 








Ben Miller and his partner, Harold 
F. Stratton, were engaged in the 
business of manufacturing steel cast- 
ings. After Miller’s death, his wife 
and two daughters succeeded to his 
interest in the partnership. However, 
they took no active part in the busi- 
ness. In 1947, the business was incor- 
porated. The widow and two daughters 
of Ben Miller held 50 per cent of the 
stock of the corporation and the re- 
maining 50 per cent was equally 
divided among four members of the 
Stratton family. 

Mrs. Miller and her daughters were 
not satisfied with their situation as 
50 per cent owners of a closely held 
corporation in which neither they 
nor any member of their family en- 
joyed active participation in the day- 
to-day affairs of the business. Because 
of the risk involved and uncertainty 
as to future income, they did not feel 
that stock of Mountain State Steel 
Foundries, Inc. was a proper invest- 
ment for them. They were primarily 
interested in income from their invest- 
ment, whereas the Strattons, who 
were active in the business and de- 
rived income from it by way of sal- 
aries, were primarily interested in 
utilizing earnings of the business 
for expansion. 

Attempts to sell the stock to out- 
siders failed. As a means of resolving 
the among the 
stockholders, an accountant, who was 
familiar with the affairs of the corpo- 
ration and the affairs of the individual 
stockholders, suggested that the parties 
arrange for the purchase by the cor- 
poration of the stock held by the 
Millers. As a result of his suggestion, 
it was arranged that the corporation 
would purchase the stock of the Millers 
for $50,000. Mrs. Miller received 
$30,000 cash, at the time of the sale 
in 1950, plus a 4 per cent note in the 
amount of $195,000 payable semi- 
annually until 1977. Each daughter 
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received $10,000 cash, plus a 4 per 
cent note in the amount of $102,500 
payable semi-annually until 1994. 


In finding Mountain State Steel 
Foundries, Inc. subject to the penalty 
imposed by Section 102 of the 1939 
Code, the Tax Court reviewed a 
number of factors which, in the opin- 
ion of the court, resulted in the con- 
clusion that the corporation had been 
availed of for the purpose of preventing 
the imposition of income tax upon its 
shareholders. The principal factors 
as noted by the court were as follows: 

(1) No was 


corporate purpose 


achieved by the redemption of shares. 
The dominant purpose was to give 
the Strattons 100 per cent control of 
the corporation and the Millers a 
fixed income for a long period of time. 


(2) A substantial income tax would 
have been incurred by the sharehold- 
ers if earnings and profits for the 
years in question had been distributed 
as dividends. The penalty under Section 
102 is actually less than the addi- 
tional income tax that would be pay- 
able if all earnings and profits had 
been distributed as a dividends. The 
court assumed that the stockholders 
knew this since the redemption plan 
was initiated by their accountant and 
he presumably informed them that 
the 27% per cent penalty was less 
than the income tax that would apply 
on dividends received by the stock- 
holders. 

(3) The court flatly rejected tax- 
payers’ contention that it needed funds 
for expansion on grounds that such 
a need is inconsistent with use of the 
corporate funds for the redemption 
of the Millers’ stock. 

The taxpayer appealed to the Court 
of Appeals for the Fourth Circuit, 
and secured a reversal of the decision 
of the Tax Court. The court of ap- 
peals disagreed with the Tax Court on 
the basic issue of whether or not the 
redemption served a corporate busi- 
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ness purpose. The court of appeals 
based its findings that the redemption 
did serve a corporate business purpose 
on the following factors: 


(1) The Millers wanted the corpo- 
rate earnings distributed as dividends, 
whereas the Strattons preferred to 
see the earnings accumulated for use 
in the business. This conflict of in- 
terest among the stockholders neces- 
sarily affected the operation of the 
corporate business. Settlement of the 
conflict, so that management decisions 
with respect to distribution of earn- 
ings could be based upon the need of 
the corporation and not the need of 
stockholders for income, is plainly 
a corporate purpose. 

(2) The court noted that a number 
of cases have held that corporate dis- 
bursements to pay premiums for in- 
surance that will be utilized to purchase 
stock of the corporation upon the 
death of a stockholder serve a cor- 
porate business purpose. It reasoned 
that if the purchase of insurance to 


fund the redemption of stock serves 
a corporate business purpose, then an 
actual redemption of stock must serve 
the same purpose. 


(3) In enacting the 1954 Code, 
Congress specifically provided under 
Section 303 that if the requirements 
of that section were met, an estate 
could have stock redeemed and be 
assured that the proceeds from the 
redemption would not be treated as a 
dividend. In providing favorable tax 
treatment for certain redemptions of 
stock from estates, Congress could 
hardly have intended to penalize the 
corporation for doing the favored act. 


The Mountain State Steel Foundries, 
Inc., case spotlights an issue that is of 
particular concern to corporations 
with a limited number of stockholders. 
In many closely held situations, par- 
ticularly where the interests of more 
than one family are involved, a re- 
demption by the corporation upon 


Section 531 


the death of a stockholder is the only 
way existing management can con- 
tinue in control of the corporation. 
If a redemption by the corporation 
cannot be effected, the only alterna- 
tive way may be the transfer of 
control to outside interests that have 
sufficient funds to purchase the stock 
or termination of the corporate busi- 
ness by way of liquidation. As was 
noted by the court of appeals, a forced 
sale of control of the corporation upon 
the death of the major stockholder 
was the very thing that Congress 
intended to avoid by enacting Section 
303 and assuring the estate of a de- 
ceased stockholder that if the require- 
ments of that section were met, the 
distribution in redemption would not 
be treated as a dividend. 

The Tax Court did not categorically 
state that a redemption never serves 
a corporate business purpose so that 
all redemptions are necessarily de- 
terminative of the fact that there has 
been an unreasonable accumulation. 
It stated that, “In the instant case 

the facts show that by the re- 
demption of its own shares no cor- 
porate purpose was served, but show 
a purpose to prevent the imposition 
of surtax upon its shareholders.” A\l- 
though this language limits the find- 
ing that the redemption served no 
corporate purpose to the facts in this 
case, it is believed that these facts 
are typical of many redemptions. If 
the opinion of the Tax Court had 
been allowed to stand, it would con- 
stitute an obvious hazard to many 
redemptions, in spite of the language 
of the court limiting its finding to the 
particular facts of the case. 

Reversal of the Tax Court in the 
Mountain State case does not eliminate 
the hazard of the Commissioner treat- 
ing a redemption as justifying the im- 
position of the accumulated earnings 
penalty. Evaluation of the problem 
as it now exists requires consideration 
of certain earlier key cases, involving 


855 





the question of whether a redemption 
justified imposition of the accumu- 
lated earnings penalty on grounds 
that it did not serve a corporate busi- 
ness purpose. 

In the Mountain State case, the Tax 
Court stated that “. . . the rationale 
of the Pelton case is clearly applicable 
to the case at bar and will be followed 
as a controlling authority.” The Pel- 
ton * case resulted in the imposition of 
the Section 102 penalty on the basis 
of a finding that a redemption of stock 
of the corporation was not for a cor- 
porate business purpose. All of the 
outstanding stock of the Pelton Steel 
Casting Company was held by three 
individuals; Arthur J. Ehne held 60 
per cent, Thomas L. Fawich held 20 per 
cent and Allen M. Slichter held 20 
per cent. Ehne and Fawich wished to 
sell their stock. Slichter wished to 
avoid having control of the company 
fall into the hands of outside interests 
so he arranged for the company to re- 
deem the stock of Ehne and Fawich 
at a total cost of $800,000. To handle 
the redemption, it was necessary for 
the corporation to borrow $500,000. 

The penalty was imposed for the 
year ended November 30, 1946. The 
redemption occurred on May 31, 1947. 
It was the contention of the taxpayer 
that the accumulation was based upon 
the reasonable needs of the business, 
since prior to the close of the year 
ended November 30, 1946, it was 
known that funds would be needed to 
redeem the stock of Ehne and Fawich. 
However, the Tax Court and the 
Court of Appeals for the Seventh Cir- 
cuit held that this did not justify 
accumulation of earnings for the year 
ended November 30, 1946, since the 
redemption in 1947 was not for a 
corporate business purpose. In hold- 
ing that the redemption did not serve 
a corporate business purpose, great 


* Pelton Steel Casting Company, 58-1 ustc 
1 9179, 251 F. 2d 278, aff’'g CCH Dec. 22,344, 
28 TC 153; cert. den., 356 U. S. 958. 
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stress was placed on the fact that the 
selling stockholders acquired virtually 
their entire share of the corporate 
accumulated earnings and profits as 
a capital gain, whereas the benefit to 
the corporation by way of avoiding 
the introduction of new control was, 
at best, problematical. Therefore, since 
earnings were accumulated in the year 
ended November 30, 1946, for the pur- 
pose of being distributed in 1947 
under a plan to allow the stockholders 
to receive such funds as capital gains 
and thus were not accumulated for a 
good business, the Section 102 penalty 
was properly imposed. 

In both the Mountain State case and 
the Pelton case, the taxpayers relied 
upon the Dill Manufacturing Company 
case * and the Gazette Publishing Com- 
pany case* to support the position that 
the redemption did serve a corporate 
business purpose. In Dill Manufac- 
turing Company, a 41 per cent interest 
in the corporation that was held by 
stockholders who were not active in 
the business was redeemed so as to 
leave the three stockholders who were 
active in the business in 100 per cent 
control. In finding that this was a 
use of funds for corporate purposes, 
the Board made the following statement : 

“The petitioner constituted the life 
work of its operating officers. They 
had built it and were proud of it. The 
protection of the economic and finan- 
cial independence of that work was 
scarcely less warranted as a business 
purpose than if petitioner had been 
an individual.” 

Gazette Publishing Company involved 
the redemption of 20 per cent of the 
outstanding stock of a newspaper. 
It was held that the redemption was 
justified for corporate purpose on 
grounds that the stockholder involved 
might have otherwise sold his stock 


*CCH Dec. 10,712, 39 BTA 1023, Nonacq. 
1939-2 CB 47. 
*52-1 ustc J 9293, 103 F. Supp. 779. 
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to parties who were adverse to the 
established editorial policy of the paper. 
It was also found that the funds were 
not specifically accumulated for this 
purpose, that the intent to redeem 
arose after the accumulaton. The 
court also gave a number of citations 
for the rule that expenditures to pre- 
serve harmony in the operation of the 
business are for a good business pur- 
pose. 


In the Pelton case, the appellate court 
indicated that Dill and Gazette Pub- 
lishing Company were not controlling 
in that they involved the redemption 
of a minority interest, whereas the 
Pelton case involved the redemption of 
80 per cent of the outstanding stock 
of the corporation. Though not spe- 
cifically stated, the implication is that 
the redemption of a minority interest 
to protect the interests of the remain- 
ing stockholders may qualify as a 
transaction undertaken for a corpo- 
rate purpose, but a redemption of over 
50 per cent of the outstanding stock 
will not so qualify. The Tax Court 
in the Mountain State opinion noted the 
taxpayer’s reliance on the Dill and 
Gazette Publishing Company cases. 
However, possible application of these 
cases was not discussed. It was merely 
stated that they were distinguishable 
from the instant case for reasons 
stated in the Pelton case. 


In finding that the redemption in 
Mountain State Steel did serve a cor- 
porate business purpose, the Court of 
Appeals for the Fourth Circuit, re- 
lied on Emeloid Company, Inc.,5 Prun- 
ier ® and Sanders v. Fox,’ all of which 


found that payment of insurance 
premiums to assure that a fund would 
be available for the redemption of 
stock upon the death of a stockholder 
constituted the expenditure of funds 





551-1 ustc § 66,013, 189 F. 2d 230, rev’g 
CCH Dee. 17,713, 14 TC 1295. 

° Henry E, Prunier, 57-2 ustc J 10,015, 248 
F. 2d 818, vacating and rem’g CCH Dec. 
22,327, 28 TC 19. 
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for a corporate business purpose. The 
court reasoned that if expenditures to 
fund the future redemption of stock 
are made for corporate business pur- 
poses, then the redemption itself must 
surely qualify as a disbursement that 
serves a corporate purpose. 


With the decision of the appellate 
court in Mountain State and the earlier 
decisions in Dill and Gazette Publish- 
ing Company, the corporation that has 
redeemed all of the stock of a stock- 
holder upon his death, or because of 
discord among stockholders, has a 
good base from which to contest a 
determination by the Commissioner 
that the redemption establishes suffi- 
cient grounds for imposition of the 
Section 531 penalty. The primary 
hazard, of course, is further extension 
of the type of analysis that was adopted 
in the Pelton case. The distinction 
made by the court in the Pelton case 
between a redemption of more than 50 
per cent of the outstanding stock and 
a redemption of less than 50 per cent 
appears to be the basis for determin- 
ing whether the redemption was for 
a corporate purpose. This seems un- 
duly mechanical and without a direct 
relationship to the substance of the 
question involved. 

The conclusion that the elimination 
of a stockholder by way of redemption 
is not undertaken for corporate busi- 
ness purposes would seem to be justi- 
fied only by a finding that there will 
be no significant change in the man- 
ner in which the business is operated, 
irrespective of whether the stock is 
redeemed or not. If this is true, then 
absence of a corporate purpose for 
the redemption would be indicated. 
However, where the redemption has 
a direct bearing in how and by whom 
the business of the corporation will be 


*58-1 ustc 99415, 253 F. 2d 855, rev’g 
and rem’g 57-1 ustc J 9661, 149 F. Supp. 942. 





managed, then it cannot be denied 
that the redemption has a direct and 
vital effect on the business of the 
corporation. To say that a transac- 
tion that has such a far-reaching effect 
on the corporate business has no cor- 
porate purpose is, at best, questionable. 


The implication seems to be that 
if the redemption fits in with the indi- 
vidual plans of the shareholders, then 
it will not qualify as a transaction 
undertaken for a corporate purpose 
even though it directly affects the 
corporate business and even though 
the redemption may be beneficial in 
its effect upon the corporate business. 
The validity of this line of reasoning 
in establishing whether a transaction 
can be justified as one entered into 
for a corporate purpose is doubtful. 
The rationale of the appellate court 
decision in the Mountain State case, 
and of the supporting cases cited 
therein, presents a much more con- 
vincing approach to the question of 
the business purpose. If reason is to 


prevail in this area, then it can be 
anticipated that the Commissioner’s 
future efforts to seize upon the mere 
fact of redemption as a proper basis 
for imposing a Section 531 penalty 
will be earmarked for failure. 


The reversal by the court of appeals 
of the Tax Court decision in Mountain 
State was based on the finding of the 
court that the redemption did serve 
a corporate business purpose. How- 
ever, irrespective of the question of 
corporate business purpose, the Com- 
missioner’s approach in the Mountain 
State case raises a technical question as 
to the proper application of the stat- 
ute. Under Section 532(a), the pen- 
alty tax applies “to every corporation 
formed or availed of for the purpose 
of avoiding the income tax with re- 
spect to its shareholders . . . by 
permitting earnings and profits to ac- 
cumulate ” (Italics supplied.) 
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The finding of an accumulation for 
the proscribed purpose is essential to 
assessment of the penalty. 


The Tax Court’s opinion in Moun- 
tain State gives no indication of any 
concern for establishing an accumula- 
tion for the proscribed purpose. In 
the beginning of the opinion on this 
issue it is stated: “The respondent’s 
position is based primarily on the 
premise that petitioner was ‘availed 
of’ by its shareholders for the purpose 
of avoiding surtaxes upon themselves.”’ 
In the concluding paragraph it is stated, 
“In the instant case, as in the Pelton 
case, supra, the facts show that by the 
redemption of its own shares no cor- 
porate purpose was served, but show 
a purpose to prevent the imposition of 
surtax upon shareholders. Where the 
intent to avoid surtaxes clearly ap- 
pears, the corporation is availed of 
for the proscribed purpose and justi- 
fies the imposition of the statutory 
penalty.” Neither the statement of 
grounds on which the Commissioner 
imposed the penalty nor the grounds 
stated by the Tax Court for uphold- 
ing imposition of the penalty makes any 
reference to’ the fundamental question 
of an accumulation for the proscribed 
purpose. 

In support of its conclusions in the 
Mountain State case, the Tax Court re- 
lied squarely on the Pelton case. In that 
case, the penalty was imposed in the 
taxable year prior to the redemption 
on grounds that funds were accumu- 
lated in the prior year to effectuate 
a redemption that was not for a cor- 
porate business purpose. The court 
concluded that the prior year accumu- 
lation was made with the proscribed 
intent. In Mountain State, the Commis- 
sioner imposed the penalty in the year 
that the redemption agreement was 
executed, the first payment made and 
notes issued for the balance of the 
redemption price, and in each of the 
three subsequent years during which 
payments were made on the notes. 
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lt is submitted that the difference in 
years in which the penalty was im- 
posed raises a fundamental differ- 
ence between the Pelton and Mountain 
State cases. 


Since it is axiomatic that the pen- 
alty can be imposed only where there 
is an accumulation for the proscribed 
purpose, it must be assumed that 
the Commissioner understood that 
there was an accumulation of earn- 
ings in each year; further, since the 
basis for the Commissioner’s case was 
his contention that the redemption 
served no corporate purpose, and since 
the distribution in redemption in a 
given year would not support the 
imposition in the same year of a pen- 
alty that is based upon an accumula- 
tion, the Commissioner’s theory must 
have been that in each year, whatever 
accumulation occurred was for the 
purpose of making a subsequent year’s 
redemption. The question is raised, 
therefore, of what accumulation of 
earnings and profits took place in 


each year to cause the Commissioner 
to endeavor to penalize Mountian State 


Steel Foundries? The Tax Court 
found that the Section 102 undistrib- 
uted net income for each year was as 
follows: 

Year ended 

June 30 

1951 

1952 


Amount 
$34,962.27 

35,845.39 
1953 41,577.05 
1954 7 684.74 


These amounts reflect taxable in- 
come less accrued income taxes and 
dividends paid. They do not, how- 
ever, necessarily reflect the accumula- 
tion of earnings and profits each year, 
since they do not take into account 
the payment of the principal amount 
under the redemption transaction. Al- 
ternatively, once the redemption is 
effected, accumulated earnings and 
profits as well as liquid should be 
sharply reduced; a long-term debt 
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may be created and earnings may be 
applied to restoring the normal finan- 
cial position of the corporations. It 
is one thing to impose the penalty tax 
on income accumulated in anticipa- 
tion of the redemption, as in Pelton. 
It is another to impose it on income 
accumulated after the redemption. 
Obviously, a number of knotty ques- 
tions remain to be resolved in this area. 


A second issue involved in the 
Mountain State case was whether or not 
the interest paid on the notes issued 
in redemption of the stock constituted 
an allowable deduction. The decision 
of the court in this issue gives an in- 
dication of the court’s view as to the 
effect of the redemption upon the 
earnings and profits of the corpora- 
tion. The court indicated that if the 
redemption violated the portion of 
the corporation law of West Virginia 
which prohibits a corporation from 
using its funds for the purchase of its 
own stock when such use would cause 
any impairment of the capital stock 
of the corporation, then the agreement 
to redeem would be void, the notes 
would not represent a genuine indebt- 
edness and the interest would not be 
deductible. Under this approach, the 
interest was disallowed, since at the 
beginning of the year the redemption oc- 
curred, accumulated earnings amounted 
to $132,527.53 whereas the aggregate 
consideration for the redemption was 
$450,000. In the language of the court: 
“This caused an obvious impairment 
of petitioner’s capital stock.” In re- 
jecting the taxpayer’s contention that 
capital stock was not impaired be- 
cause its fixed assets had appreciated 
$1 million in value, the court stated: 
“We think the term ‘surplus’ must 
be taken to exclude unearned surplus 
or that represented by mere apprecia- 
tion in value.” Under this line of 
reasoning, it would appear that the 
redemption completely eliminated the 
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accumulated earnings of Mountain 
State in the year the redemption agree- 
ment was executed. In fact, before 
taking into account the earnings and 
the dividends paid for the year ended 
June 30, 1951, there would exist, after 
the redemption agreement, a net defi- 
cit in capital of $117,472.47. Earnings 
for the year ended June 30, 1951, and 
the three subsequent years would op- 
erate to absorb the deficit. This would 
hardly appear to afford a proper basis 
for the imposition of a penalty for 
the improper accumulation of earn- 
ings in the year of redemption and 
the three subsequent years. 


Since the Tax Court did not indi- 
cate that the finding that there was 
an impairment of capital by the re- 
demption had any bearing on the 
accumulated earnings issue, some 
speculation is in order with respect 
to what prompted the court to ig- 
nore the effect of the redemption 
itself on accumulated earnings and 
profits. In the statement of facts, it 
was noted that the redeemed stock 
“. . was carried on the asset side 
of the corporation’s balance sheet as 
Treasury stock at $450,000.” If the 
redeemed stock could properly be con- 
sidered as an asset of the corporation, 
then it would follow that the redemp- 
tion would not affect accumulated 
earnings and profits. However, treat- 
ment of the stock as an asset cannot 
be reconciled with the court’s analy- 
sis of the effect of the redemption 
when it considered the interest issue 
and does not reflect the generally 
accepted accounting treatment of 
Treasury stock. Nor is it in accord 
with Section 312(e) which specifically 
provides for proper adjustment of ac- 
cumulated earnings and profits upon 
redemption of stock. The financial state- 
ment presentation that is accorded 
Treasury stock, that is, whether it is 
shown as an asset or a reduction in 


® Code Sec. 535(b). 
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capital stock and surplus, should have 
no bearing on the question of whether 
it constitutes a reduction of earnings 
and profits for tax purposes. 

Although the Commissioner lost 
the Mountain State case in the court 
of appeals, there has not been a state- 
ment by the Treasury Department 
indicating whether or not it intends 
to accept the decision as a precedent 
in future cases. 


Changes in Accumulated 
Earnings and Profits 

The problem of the effect of the 
redemption upon earnings and profits 
that arises in attempting to analyze 
the Mountain State case points up a 
fact that is often overlooked, namely, 
that the change in earnings and profits 
for the year may not be the same 
as the accumulated taxable income. 
The adjustments to taxable income 
which are made to arrive at accumu- 
lated taxable income*® are intended 
to bring the basis for assessing the 
penalty more closely in line with the 
actual change in accumulated earn- 
ings and profits. However, as illus- 
trated by the facts in the Mountain 
State case, substantial differences may 
still arise. 

An illustration of how such differ- 
ences may arise and how easily they 
are overlooked is contained in Ameri- 
can Metal Products Corporation v. 
Commissioner, Adler Metal Products 
Corporation v. Commissioner, as de- 
scribed by the following statement 
from the opinion of the court: “With 
respect to the year 1953, the balance 
sheet of Adler Corporation reveals 
that the total of its surplus and sur- 
plus reserves as the end of the year 
1953 ($657,934.74) was less than the 
total amount of its surplus and surplus 
reserves as of the end of the preceding 
year ($658,398.66) and, accordingly, 


that there was no accumulation of 


*°61-6 ustc { 9332, 287 F. 2d 860, aff’g 34 
TC 89. 
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‘earnings or profits’ by Adler Cor- 
poration during that year. This fact 
has not been called to our attention 
or discussed by either of the parties. 
It cannot, however, be ignored. As 
our findings indicate, this situation 
apparently resulted from the payment 
of an ‘additional Federal tax’ which, 
though nondeductible in determining 
the ‘section 102 net income’ upon the 
basis of which the surtax would other- 
wise be computed, (Section 102(d) 
(1)(A), is nevertheless to be con- 
sidered in determining whether the 
corporation was ‘availed of for the 
purpose of preventing the imposition 
of the surtax upon its shareholders 
... through the medium of permitting 
earnings or profits to accumulate in- 
stead of being divided or distributed.’ 
As was stated in W. S. Farish & Co., 
38 B. T. A. 150, 158 [CCH Dec. 
10,096], aff'd, 104 F. 2d 833 [39-2 
ustc § 9598], ‘taxable net income is 
purely a statutory concept, and bears 
no necessary relation to gains and 
profits subject to distribution as divi- 
dends. ... The proscribed act is the 
accumulation of “gains and profits” 
and not “net income” or “taxable net 
income.”’ Each year is to be con- 
sidered separately, W. S. Farish & Co., 
supra; Corporate Investment Co., 40 
B. T. A. 1156, 1171 [CCH Dec. 10,928]. 
Under the circumstances presented 
herein, Section 102 is not applicable 
to the Adler Corporation for the year 


1953.” 


Although the Section 102 penalty 
was imposed upon Adler in 1952 and 
1954 and upon a related corporation 
in 1952, 1953, and 1954, it avoided a 
Section 102 penalty of approximately 
$10,000 because of the decrease in 
accumulated earnings and profits in 
1953 of $463.92. If there had been 
any increase in earnings and profits 
for the year 1953, even a nominal 
amount, the full Section 102 penalty 


may have been imposed in 1953. The 
related corporation, American Metal 
Products Corporation, also paid a fed- 
eral tax deficiency in 1953, but it still 
had an increase in earnings and profits 
in the amount of $3,246.43. Since 
there was no decline in earnings and 
profits to bar the penalty, it was as- 
sessed a Section 102 penalty in the 
amount of $7,655.06. If this case can 
be relied upon, it appears that when- 
ever a corporation has transactions 
which reduce earnings and profits, 
but which are not taken into account 
in computing accumulated taxable in- 
come, a small increase in earnings and 
profits may open the door for a sub- 
stantial accumulated earnings penalty. 


Accumulation for Expansion 


Most Section 531 cases where the 
taxpayer has been unsuccessful fol- 
low a familiar pattern—vigorous but 
unsupported assertions of intentions 
to expand and to acquire new assets. 
A survey of recent cases, at any date 
since the inception of the accumu- 
lated earnings penalty, would neces- 
sarily include a number of cases in 
this area. Included here are some 
recent cases in which the taxpayer 
relied on an intent to expand to 
justify the accumulation of surplus. 
These give some insight as to the 
amount of affirmative action that is 
required in order to successfully justify 
the accumulation of surplus. 

Barrow Manufacturing Company® 
presents a good example of a situa- 
tion where there appeared to be an 
honest intent to build a new building 
but where the taxpayer’s intent was 
not manifested by sufficient activity 
to convince the court that the accumu- 
lation was justified. Barrow Manu- 
facturing Company manufactured 
clothing. The minutes of the meet- 
ings of the board of directors con- 
tained references to plans for the 





*CCH Dec. 24,080(M), 19 TCM 195. 
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construction of a larger and more 
modern plant. The taxpayer’s prin- 
cipal justification for accumulation of 
surplus was the need to provide funds 
for the construction of the plant. In 
1950, a year prior to the first year in 
which the Section 102 penalty was 
assessed, a tract of land adjacent to 
the present plant was purchased for 
$2,500. It was to be used, together 
with land occupied by the existing 
plant, as the site of the new plant. 
The court stated that there was no 
doubt that the taxpayer “had in mind” 
the intention to build a new plant. 
However, the court found that the 
plan for a new building did not justify 
the accumulation of surplus. The 
pertinent language from the opinion 
is as follows: “ the plan was 


quite general, not only as to the type 
of plant, but also as to the time of 
implementation, which was quite in- 
definite, and not within the reason- 
ably calculable future. At the time of 
trial (eight years after first year that 


the Section 102 penalty was imposed), 
no steps toward implementation were 
begun or decided upon. 


“It is our view that such a vague, 
generalized project, with no definite 
plan, and no substantial active move 
toward implementation, cannot be 
taken to create a reasonable need of 
a business to accumulate 90 per cent 
or more of its earnings after taxes 
for at least three years, and, as indi- 
cated in the record before us, an 
indefinite period thereafter.” The tax- 


™ Cited at footnote 9. 

* As an example of the minutes involved, 
the following is the portion of the American 
Metal Products Corporation minutes cover- 
ing the need of a new building: 

“The President then called attention to 
the fact that he deemed it advisable and 
that it is necessary for the proper operation 
of the business, that a small building be ac- 
quired, not to exceed approximately 50,000 
square feet of space, to be used by the cor- 
poration for an advertising plant, and stor- 
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payer has appealed the case to the 
Court of Appeals for the Fifth Circuit. 

American Metal Products Corp., 
Adler Metal Products Corporation ™ in- 
volved two corporations controlled by 
the same individual. In the case of each 
corporation, reliance was placed upon 
a necessity to accumulate reserves 
for expansion and rehabilitation of 
fixed assets to justify the accumulation 
of surplus. In 1947, the board of 
directors of each corporation adopted 
resolutions providing for the estab- 
lishment of reserves for the acquisition 
of buildings and equipment and for 
the establishment of a reserve to cover 
self-insurance. Also, the board of 
American Metal Products Corpora- 
tion authorized a reserve to provide 
additional working capital that would 
be needed in the expected expansion 
of the business. 

The Tax Court and the Court of 
Appeals for the Eighth Circuit found 
that the taxpayers’ plans were too 
vague and indefinite to support the 
accumulation of earnings; that plans 
had no reasonable relationship to the 
taxpayers’ established course of busi- 
ness. Of particular interest is the 
statement in the opinion of the Tax 
Court regarding the reasons why the 
1947 minutes do not justify the ac- 
cumulation of profits for purposes of 
acquisition of buildings and equip- 
ment.12. “These minutes, however, 
clearly lack the requisite specificity. 
They fail to state substantial and 
material facts with respect to the rea- 
sonable need for the reserves, their 


age for the products handled by the cor- 
poration. This matter was discussed and 
it was estimated that a reasonable amount 
to set aside as a reserve for these purposes 
should be $300,000.00. 

“BE IT FURTHER RESOLVED, That 
the corporation set up a reserve of $300,000.00 
to cover the costs of acquiring a proper 
building for the conduct of its business.” 

The minutes of both corporations cover- 
ing the other reasons for the necessity of 
accumulating earnings are similar. 
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component parts, or the method by 
which they were determined. They 
give little indication as to what type 
of buildings, machinery, and equip- 
ment were contemplated. The record 
does not show that any outside con- 
sultant, architect, realtor, or contrac- 
tor was engaged in order to give their 
plans some semblance of clarity, 
specificity and actuality. There were 
no independent estimates on which 
petitioners might reasonably have re- 
lied as a reason for accumulating 
earnings in the scale and manner in 
which they accumulated them. If in- 
deed there actually were discussions 
among petitioners’ directors, as the 
minutes would seem to indicate, there 
certainly was little or no planning for, 
or formulation, authorization or execu- 
tion of any specific commitment.” 

Each step toward carrying out the 
plans for acquisition of buildings and 
equipment which the court noted that 
the taxpayer had not taken could, 
in most cases, be reasonably under- 
taken when realistic plans for expan- 
sion or replacement are adopted. It 
would certainly behoove any corpora- 
tion that is accumulating funds for 
expansion or replacement, and that is 
not protected by the accumulated 
earnings credit, to see that, insofar 
as possible, it has taken the steps 
which the Tax Court noted American 
Metal Products Corporation and Adler 
Metal Products Corporation had 
omitted. 


Other recent cases such as Engineer- 
ing Corporation of America,* Dixie, 
Inc.,* and I. A. Dress Company® fol- 
low the same pattern. In each, the 


court has found that the taxpayer’s 
plans for expansion or replacement of 
fixed assets were too vague, lacking 
as to specific details and were not 
supported by sufficient affirmative 
action to support the accumulation of 
surplus. 

In some cases the Commissioner 
has made effective use of hindsight 
by showing that no steps had been 
taken at the date of trial to accom- 
plish the particular plans which the 
taxpayer relied upon to support the 
accumulation of surplus in earlier 
years. However, the taxpayer failed 
in an attempt to use hindsight in the 
Latchis ** case. In that case, the Com- 
missioner assessed the Section 102 
penalty for the taxable years ended 
June 30, 1948, and June 30, 1949. 
Part of the taxpayer’s defense was 
that funds were accumulated in those 
years to provide for acquisitions that 
were actually made in 1950 and 1951. 
With respect to the 1950 acquisition, 
the record indicated that the officers 
of the corporation had it “in mind in 
1948 and 1949.” With respect to the 
1951 acquisition, a director of the cor- 
poration testified that it was “in con- 
templation of the directors in 1948 
and 1949.” The court held that the 
evidence was insufficient with respect 
to both acquisitions to support a find- 
ing that funds were accumulated in 
the year ended June 30, 1948, and 
June 30, 1949, with the intent of mak- 
ing these expenditures. 


A good illustration of a successful 
defense of accumulated earnings for 
purposes of investing in a new build- 
ing and new equipment is Fotocrafters, 








360-2 ustc § 9804, 284 F. 2d 302, aff’g 
59-2 ustc J 9744. 

* 60-1 ustc § 9419, aff’ CCH Dec. 23,249, 
31 TC 415. 

*60-1 ustc $9204, 273 F. 2d 543, aff’g 
CCH Dec. 23,541, 32 TC 93; cert. den., 
5/16/60. 
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* Latchis Theatres of Keene, Inc., et al., 
61-1 ustc 7 9171, 286 F. 2d 237, CCH Dec. 
23,998(M), aff’'g 18 TCM 1171. 

Barrow Manufacturing Company, cited at 
footnote 10 and American Metal Products, 
cited at footnote 9 are typical examples of 
where the Commissioner has successfully 
used hindsight. 
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Inc." a Tax Court case involving 
the assessment of the penalty for the 
years ended March 31, 1954, 1955, and 
1956. The corporation was engaged 
in the business of photofinishing 
(printing and developing of film). In 
1953, it became apparent that it would 
be necessary to enter a new field, the 
processing of color film. The corpora- 
tion was advised by the supplier of 
equipment and by other reliable sources 
in the industry that it would cost 
$150,000 to $200,000 to enter the color 
field and that losses should be expected 
for about the first two years of opera- 
tion. Also, because of technical re- 
quirements in processing color films, 
it would be necessary to secure an air 
conditioned building. In 1953, the 
corporation earmarked $50,000 for the 
acquisition of new quarters. 

The initial order for new equip- 
ment was placed in March of 1955 
and by March 31, 1956, the end of the 
last taxable year in which the penalty 
was assessed, $28,000 worth of equip- 
ment had been purchased. 

The taxpayer was unable to find 
what it considered to be a suitable 
building for purchase, so in January 
of 1956 it rented space in which to 
start color processing. In January, 
1957, a building was purchased. 

In finding that the corporation was 
not availed of for the purpose of 
avoiding the income tax with respect 
to its that in all 
years the earnings were accumulated 


shareholders, and 


for the reasonable needs of the busi- 
ness, the court stressed the fact that 
the taxpayer’s plans were specific and 
that the estimate of expenditures that 
would be required to accomplish such 
plans were based upon reliable sources 
of information. Also, the taxpayer’s 
plans to acquire additional plant and 
equipment were not based upon vague 
hopes for growth or a nebulous desire 


to modernize but upon the need to 
keep pace with technological changes 
in the industry. 

The facts advanced by the taxpayer 
in Fotocrafters, Inc., to support its 
accumulation of surplus present a 
striking contrast to the unspecific 
plans and general statements of in- 
tent that characterize the situation 
presented by most corporations, un- 
successfully attempting to defend 
against the Section 531 penalty on 
the basis of plans for expansion. For 
example, the specific shortcomings of 
the corporate plan for expansion in 
American Metal Products,® which led 
the Tax Court to conclude that the 
plan was too vague to support the 
accumulation of surplus, may be used 
as a measure of the strength of the 
taxpayer’s case in Fotocrafters, Inc. 

The obvious lesson to be derived 
from these cases is that if the tax- 
payer is accumulating earnings for 
purposes of acquiring or replacing 
assets, it is essential that there be 
specific plans as to the type and kind 
of assets to be acquired, an informed 
estimate as to the cost involved, and 
specific plans as to the timing of the 
planned acquisition. Action by way 
of securing the service of architects 
and realtors in the case of plans for 
acquiring a building or securing studies 
of requirements and cost estimates 
from suppliers in the case of plans 
for acquisition of equipment should 
be undertaken as soon as possible. 
If the taxpayer is not able to back up 
its plans with information that shows 
why the expenditures are necessary, 
including reliable information as to 
the specific assets needed, and if it 
can not be shown that a reasonable 
time schedule has been set up and any 
necessary steps to date for the execu- 
tion of the plans taken, it will not 





* Fotocrafters, Inc., CCH Dec. 24,474(M), 
19 TCM 1401. 


864 


November, 1961 @ 


* Cited at footnote 9. 


TAXES—The Tax Magazine 





have a reasonable chance of asserting 
the plans as a successful defense of a 
Section 531 penalty. 


Objective Standards 


The imposition of the penalty for 
unreasonable accumulation of surplus 
has’'traditionally been a subjective 
question. It is generally recognized 
that the issue must be decided by 
examitiing the facts and circumstances 
of each case. Occasionally there has 
been an indication of the establish- 
ment of certain objective tests which 
would be of general applicability and 
which, if met by the taxpayer, would 
allow the taxpayer the peace of mind 
that would come with the assurance 
that the penalty would not be im- 
posed. In two recent cases, the tax- 
payers have attempted to assert such 
objective tests. In Latchis Theatres 
of Keene, Inc., et al.® the taxpayer 
contended that “ because the 
total accumulation of earnings and 
profits were in each taxable year less 
than 70 per cent of the annual operat- 
ing expenses for such year, the ac- 
cumulation was reasonable as a matter 
of law ” The court noted 
that the taxpayer cited no authority 
to support such a rule and rejected 
the taxpayer's position on grounds 
that the standard to be applied under 
the statute “ is flexible enough 
to meet varied financial circumstances.” 

In Dixie, Inc.,*° the taxpayer also 
attempted to rely on an objective 
test based on operating expenses to 
avoid imposition of the penalty. In 
this case, the taxpayer contended that 
an accumulation of funds to meet one 
year’s operating expenses should al- 
ways be considered reasonable. In 
support of this position, the taxpayer 
relied on J. L. Goodman Furniture 


Company ** and F. E. Watkins Motor 
Company.** The particular language 
in the Goodman case that would create 
the inference that a year’s operating 
expenses could be reasonably accumu- 
lated was as follows: “The evidence 
shows a large amount of cash was 
necessary to operate the business... . 
There was a reasonable necessity for 
sufficient capital to meet operating 
expenses for at least one year.” In 
the Watkins case, there was more than 
a mere inference that an accumula- 
tion of funds to meet one year’s 
operating expense was, in all cases, 
a reasonable accumulation. In that 
case, a footnote to the opinion of the 
Tax Court contained the following 
statement: “This court has consist- 
ently held that the accumulation of 
funds to meet operation expenses for 
at least one year is reasonable. J. L. 
Goodman Furniture Co., 11 T. C. 530.” 
However, the Court of Appeals for 
the Second Circuit, in the Dixie case 
did not consider this to be sufficient 
to establish a general rule that ac- 
cumulation of funds to meet one 
year’s operating expenses will always 
be considered reasonable. The court 
held that this was a rule of thumb 
“proper for administration conven- 
ience but should rise to no higher 
level.” The court concluded that the 
question of unreasonable accumula- 
tion must always be decided on the 
basis of “the needs of the particular 
business as they existed during the 
particular year.” 

Recognizing the affirmative state- 
ment regarding the one-year rule con- 
tained in the footnote to the Watkins 
case, the decisions of the court of 
appeals in the Dixie and Latchis cases 
make it doubtful that a generally 
acceptable objective test, based upon 


operating expenses, will be established 





* Cited at footnote 16. 

* Cited at footnote 14. 
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for determining a minimum accumu- 
lation that will be considered reason- 
able in all cases. An objective standard 
such as this would, of course, mate- 
rially reduce the problem of determin- 
ing on a year-to-year basis whether 
the corporation is becoming vulner- 
able to a 531 penalty. However, al- 
though the level of annual operating 
expenses is a factor in determining 
the minimum amount of capital re- 
quired by the business, it is difficult 
to see how it can be considered as 
a universal measure. 


Proscribed Intent Without 
Unreasonable Accumulation 

The question of whether the pen- 
alty can be imposed even though the 
facts show that all accumulations of 
earnings and profits are required by 
the reasonable needs of the business 
has been considered in recent cases. 

Young Motor Company® involved 
a corporation that held a distributor 
franchise for Oldsmobiles. During the 
years in which the Commissioner in- 
tended the penalty should be imposed, 
1950, 1951 and 1952, General Motors 
was threatening to cancel the tax- 
payer’s franchise unless its facilities 
were substantially expended. Tax- 
payer's negotiations with General 
Motors on this point were finally ter- 
minated in late 1953 or early 1954 by 
its refusal to undertake the required 
expansion. It was estimated that it 
would require more than $500,000 to 
meet the requirements of General 
Motors and that taxpayer’s past, cur- 
rent and future business would not 
warrant such an expenditure. Tax- 
payer’s earned surplus increased from 
216,938 at the beginning of 1950 to 
$322,875 at the end of 1952. During 
this period, substantial loans were 
made by the taxpayer to the principal 
stockholder and to other businesses 
controlled by him. 


60-2 ustc 9 9658, 281 F. 2d 488, rev’g 
and rem’g CCH Dec. 23,777, 32 TC 1336. 
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The Tax Court found that the pen- 
alty was properly imposed. The opin- 
ion was devoted principally to the 
question of whether any considera- 
tion need be given to whether the 
accumulated earnings could be justi- 
fied by the reasonable needs of the 
business. The court concluded that 
any finding with respect to the rea- 
sonable needs of the business would 
have no bearing on whether or not 
the penalty should be imposed. All 
that is required for the imposition 
of the penalty is that there be an 
accumualtion for the proscribed pur- 
pose. “If this purpose exists, it may 
be accompanied by other legitimate 
business objectives and still the statute 
will apply.” Once the Commissioner 
has determined the penalty should 
be imposed, the burden is on the tax- 
payer to show that the purposes for 
the accumulation did not include the 
avoidance of income tax by the share- 
holders. The court stated that no 
evidence was submitted to show that 
avoidance of individual income tax 


was not one of the purposes for the 
accumulation. 
The Court of Appeals for the First 


Circuit reversed and remanded the 
Tax Court decision. The appellate 
court held that the question of reason- 
able needs could not be passed over 
as the Tax Court had done. It recog- 
nized that the reasonable needs of the 
business was not the ultimate ques- 
tion but that it “ may well be 
the single most important considera- 
tion in concluding whether taxpayer 
acted with a proper purpose in mind, 
or the proscribed one.” 

The Young Motor case was decided 
under the 1939 Code. The basic change 
that has occurred under the 1954 
Code, regarding the importance of the 
reasonable needs of the business, is 
pointed out in Fotocrafters, Inc.** Up- 


* Cited at footnote 17. 
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on the evidence in that case, the Tax 
Court concluded that earnings and 
profits were not allowed to accumu- 
late beyond the reasonable needs of 
the business. It recognized that under 
Section 532, the penalty could be im- 
posed if the taxpayer failed to carry 
his burden of proving that the corpo- 
ration had not been availed of for 
the proscribed purpose. However, 
Section 535(c)(1), which allows a 
credit against accumulated taxable in- 
come (the basis for computing the 
penalty) of an amount equal to the 
earnings and profits for the year re- 
tained for the reasonable needs of the 
business (reduced by the deduction 
under Section 535(b)(6)), operated 
to reduce the accumulated taxable 
income to zero. 

The effect of the credit under Sec- 
tion 535(c)(1), as applied by the Tax 
Court in Fotocrafters, Inc., would ap- 
pear to eliminate any possibility of 
the penalty being imposed if the ac- 
cumulation of earnings and profits can 
be justified by the reasonable needs 
of the business, even though there 
actually existed an intent to avoid 
the income tax on the shareholders 
that would result if dividends were 
paid. A potential problem in this area 
may well be the question of whether 
or not the taxpayer actually knew 


and relied upon the needs of the busi- 
ness as the reason for not paying 
dividends in the year in question. In 


if the directors first be- 
come aware of the reasonable needs 
of the business which require an 
accumulation of earnings after the 
potential imposition of a Section 531 
penalty becomes a problem, will the 
credit under Section 531(c)(1) be al- 
lowed? As occasionally happens, there 
may not be a detailed analysis of the 
future needs of the business until the 
threat of imposition of the penalty 
has been raised. In such a situation, 


other words, 


the Commissioner might well reason 
that the credit under Section 535(c) 
(1) should be applied only if it can be 
shown that the accumulation in the 
year in question was made in reliance 
upon such needs. Such a position 
might be supported by the following 
statement from the Senate Committee 
report which explains why the accumu- 
lated earnings credit under Section 
535(c)(1) was adopted: “Your com- 
mittee has provided that this tax is 
to be imposed only on the amount 
unreasonably accumulated because it 
sees no justification for imposing a 
penalty tax on accumulated earnings 
to the extent that the earnings were 
needed in the business. It is believed 
that it is this aspect of the tax which 
taxpayers generally find particularly 
alarming, because, while they may be 
confident that they can justify the 
accumulation of most of their earn- 
ings, they may feel less certain about 
a minor portion of their accumula- 
tions and fear that this will subject 
their entire accumulated earnings to 
tax.” Whether the Commissioner would 
be successful in such an attack on 
a credit which, under the letter of the 
law, is to be allowed on the basis of 
the “reasonable needs of the business,” 
and where neither the Code nor regu- 
lations contains any reference to the 
needs relied upon in the year the 
accumulation was made, remains to 
be seen. 


Cases We Have Not Seen 

Having covered some of the issues 
raised in recent cases, we might con- 
clude by digressing a bit and consider- 
ing some cases we had hoped to see 
but didn’t. No implication is intended 
as to the taxpayer’s success or failure 
in each case. 

(1) First, there is the board of 
directors who thought that the cor- 
porate earned surplus was only $75,000, 





* Cited at footnote 23. 
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when in fact it was $110,000. The 
directors didn’t realize that by follow- 
ing the advice of their conservative 
accountant and charging off items 
such as purchased good will, trade- 
marks and patents before such items 
were deductible for tax purposes, they 
were reducing accumulated earnings 
on the books. But there was no reduc- 
tion for tax purposes. The taxpayer 
vigorously protests that if it was 
known that accumulated earnings ex- 
ceeded the $100,000 credit, dividends 
would have been paid. It hopefully 
cites Estate of Robert R. Meyer 
while contending that if a mistake 
of fact will justify allowing a tax- 
payer to revoke an election, a bona 
fide mistake as to a material existing 
fact should justify waving an assess- 
ment that is penal in nature. The 
Commissioner replies that the fact 
that reliance was placed on the credit 
in making the accumulation proves 
that the accumulation was made with 
the proscribed intent. 

(2) Next is the corporation that 
redeems all of the stock of a 60 per 
cent stockholder. The circumstances 
are such that under the rationale of 
the Pelton case, the redemption does 
not serve a corporate business pur- 
pose. However, being somewhat short 
of funds and not wishing to incur a 
long-term debt, instead of paying for 
the stock with cash or notes, the cor- 
poration distributes its real estate in 
redemption of the stock and enters 
into a long-term lease with the former 
stockholder. 

The Commissioner asserts the pen- 
alty on the accumulated taxable in- 
come of the two years preceding the 
year of the redemption on grounds 





53-1, ustc § 9138, 200 F. 2d 592, rev’g 


CCH Dec. 17,981, 15 TC 850. In this case 
taxpayer had made the election under the 
equivalent of the present Section 333. In 
making the election, it was thought that 
accumulated earnings amounted to $79,728.86. 
Upon examination by the Internal Revenue 
Service, it was established that $1,027,078.87 
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that a redemption without a corporate 
business purpose is determinative of 
an accumulation for the proscribed 
purpose. He argues that even though 
a fixed asset rather than cash was 
transferred, the redemption was made 
from accumulated earnings ; since dis- 
tributions of earnings and profits are 
deemed to come from the most recent 
accumulations,?* the accumulations in 
the most recent years must be the 
source of the earnings and profits dis- 
tributed in the redemption. There- 
fore, the earnings and profits for the 
two preceding years were accumu- 
lated for distribution in a transaction 
that did not serve the corporate busi- 
ness. The taxpayer points out that 
the redemption was not funded by the 
accumulation of extra funds in the 
prior two years and that the very fact 
that all available funds were needed 
in the business is what necessitated 
use of the corporation’s real estate 
to effectuate the redemption. Under 
these circumstances, it is contended 
that under Section 353(c)(1), an ac- 
cumulated earnings credit equal to 
the full amount of earnings and profits 
in each of the prior years should 
be allowed. 

(3) We can look forward to the 
situation that will be presented by a 
corporation with a potential 531 prob- 
lem that acquires, by way of a tax- 
free merger, a second corporation 
with a substantial deficit. As _ re- 
quired by Section 1.381(c)-1(a)(5) of 
the proposed regulations, separate 
earnings and profits accounts are 
established at the date of acquisition, 
one showing the accumulated earn- 
ings of the acquiring corporation and 
the second showing the deficit of the 


was the correct amount of accumulated 
earnings. Since the election was made on 
the basis of a mistake of fact, the Court 
of Appeals for the Fifth Circuit allowed 
the taxpayer to revoke the election and 
avoid the “disproportionately harsh tax lia- 
bility” that would otherwise result. 
* Code Sec. 316(a). 
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acquired corporation. As provided by 
the Code and regulations, the deficit 
is used to offset earnings and profits 
accumulated after the date of acquisi- 
tion. During years while earnings 


and profits are being absorbed by the 
separate account set up for the ac- 
quired deficit, the Commissioner as- 
sesses a Section 531 penalty. 


The taxpayer argues that the pen- 
alty can not be properly imposed, 
since under the accounting method 
proscribed in the proposed regula- 
tions each year’s earnings and profits 
must be applied as a reduction of 
the deficit for which a separate ac- 
count is maintained; that Section 531 
was never intended to be applied to 
a situation where the taxpayer is 
utilizing its annual earnings and prof- 
its to restore a deficit. Also, earnings 
and profits are not really being “ac- 
cumulated” as they would be if added 
to the separate accumulated earnings 
account that has a credit balance, but 
instead, as soon as they are realized, 
they are eliminated by the deficit. 
The Commissioner contends that even 
though undistributed earnings and 
profits are offset by the deficit, they 
would be taxable as dividends if dis- 
tributed. Therefore, the corporation 
is being availed of for the proscribed 
purpose so the penalty should be im- 
posed. 

(4) Then there is the corporation 
whose sole stockholder wants to set 
up a short-term charitable trust to 
assure that a specific charitable organ- 
ization will receive annual contribu- 
tions over a period of years. The 
corporation distributes to him a stock 
dividend of 1,000 shares of $1 par 5 
per cent preferred stock, with one 
vote per share. The sole stockholder 
then transfers his 500 shares of com- 
mon stock (all the outstanding com- 


mon stock) to a bona fide short-term 
charitable trust which is required to 
regularly distribute all income to the 
specified charity. A corporate trustee 
is appointed and no right is retained 
to remove the trustee. A regular com- 
mon stock dividend is initiated at a 
level that accomplishes the charitable 
objective. Also, the annual dividend 
required on the preferred stock is 
faithfully paid. 

During the term of the trust, the 
corporation becomes increasingly 
prosperous so that earnings are ac- 
cumulated beyond the needs of the 
business. However, since the divi- 
dend rate established at the inception 
of the trust is fulfilling the charitable 
objective, no increase in the annual 
dividend is made. 

In assessing the Section 531 pen- 
alty, the Commissioner recognizes 
that even if earnings were not accumu- 
lated but paid out in total as divi- 
dends, there would be no income tax, 
because all such additional dividends 
would go into the charitable trust. 
However, he protests that the trust 
was created for tax avoidance pur- 
poses and, if allowed to accomplish 
that purpose, would defeat the inten- 
tion of Congress in enacting Section 
531. It should, therefore, be disre- 
garded and the penalty assessed. The 
taxpayer disavows tax avoidance mo- 
tives and contends the trust is a bona 
fide legal arrangement that can not 
be ignored; that since the trust is 
irrevocable, there is no way that, dur- 
ing the term of the trust, additional 
dividend payments could be subject 
to income tax. Since the corporation 
could not be availed of for the pro- 
scribed purpose during the term of 
the trust, there is no statutory basis 
for imposing the penalty. 

[The End] 
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Fringe Benefits for All 


By FLOYD F. FLOREY 


The author is a CPA and a 
tax supervisor in the Denver office 
of Alexander Grant & Company. 


T IS NOT surprising, in our com- 

plex and affluent society, to find 
that the federal income tax law has 
done its part in upsetting various eco- 
nomic principles that the uninitiated 
might have thought immutable. This 
is especially true in the area of em- 
ployee fringe benefits. Many highly 
paid executives realize that a dollar 
of tax-free income is worth many dol- 
lars of taxable income. But many 
employees may frequently fail to rec- 
ognize this concept even though the 
compensation which they receive in 


the form of “fringe” benefits may aug- 
ment considerably the amount shown 
on their W-2 form. 


For example, one company recently 
announced that during the preceding 
year their employees received fringe 
benefits averaging $1,209 per em- 
ployee. Included in this figure were 
paid vacations; paid holidays; pen- 
sion payments for retired employees, 
widows and minor children ; hospital, 
medical, surgical and polio insurance 
for employees and dependents; vari- 
ous types of casualty and life insur- 
ance ; sickness and accident payments ; 
savings and thrift plans; death bene- 
fits; retirement allowances and social 
security and unemployment taxes. 
Not included in the figure were such 
miscellaneous benefits as payments 
for jury duty, military service, tuition 
aid and wedding presents.* 

* Denver Post, July 5, 1961. 
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The scope of this paper is limited 
to the discussion of some of the more 
common benefits which may be de- 
ductible by the employer and exclud- 
able from the income of the employee. 
Deferred compensation plans and 
benefits required by law, such as 
social security and unemployment 
benefits, will not be discussed. 


ARITHMETIC OF FRINGE BENEFITS 


In order to illustrate the tax conse- 
quences resulting from the receipt of 
various fringe benefits, let us compare 
the situation of two employees—Abel 
and Baker. 


Employee Abel received a salary of 
$19,000. His employer had an acci- 
dent and health plan under which he 
paid $200 for Abel’s medical insurance 
and $300 for a doctor bill incurred by 
Abel’s wife. The doctor bill was not 
covered by insurance. Abel was in- 
jured and was absent from work for 
one week. Under the terms of his 
employer’s accident and health plan, 
his salary was continued during this 
period. 

Because Abel’s employer believed 
there were sufficient advantages to be 
derived from having his employees 
eat their noon meals on the business 
premises, he provided free lunches for 
his employees. Abel’s lunches cost 
the employer $350. In addition, Abel 
was reimbursed $50 for “supper 
money” when he worked overtime at 
his employer’s request. 

As part of a group plan, Abel had 
term life insurance which cost his em- 
ployer $200. Abel’s wife was the 
beneficiary under the policy. 
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During June, Abel’s employer re- 
quested him to work in another city. 
Abel agreed to the request and his 
employer paid Abel’s moving ex- 
penses in the amount of $1,900. 

At Christmas, Abel received a $15 
ham from his employer. On Decem- 
ber 27, Abel died, and on December 
31, his employer paid his widow 
$5,000 in appreciation for Abel’s faith- 
ful services and as a token of sym- 
pathy to her. 

Employee Baker received a salary 
of $27,000, which was $8,000 more 
than Abel’s salary. However, Baker’s 
employer paid no fringe benefits other 
than a $15 cash gift at Christmas. 
Baker paid $200 for medical insur- 
ance, $300 for his wife’s doctor bill 


which was not covered by insurance, 
$350 for his noon lunches, $50 for 
evening meals when he worked over- 
time, $200 for life insurance and $15 
for a Christmas ham. 


Employer Baker was transferred to 
another city during June, and he paid 
$1,900 moving expenses. Baker was 
injured and was absent from work for 
one week. An exception to the gen- 
eral policy of not paying for time off 
was made in his case and his regular 
salary was continued. On December 


27, Baker also died. 


Both Abel and Baker had two de- 
pendent children; neither had any 
other income. Each wife filed a joint 
federal income tax return for the year 
and used the standard deduction. 


TABLE | 
Analysis of Employer's Cost of Compensating Abel and Baker 


Salary ne 
Cost of medical insurance sass) 


Payment of wife’s medical expense not cov ered by insurance 


Abel 
$19,000 

Snes 
300 


Baker 
$27,000 


Cost of noon lunches served on employer’s premises for the conv enience 


of the employer 
Reimbursed “supper” 
Cost of $20,000 group term life insurance 
Payment of employee’s moving expense 


Cost of ham given to employee at Christmas .... 


Cash given to employee at Christmas 


Payment of death benefit to widow on December 31 


Total cost 
Reduction in federal income tax 


After tax cost 


assume 52 per cent rate 


350 


money when employee worked overtime. 50 


200 
1,900 
15 

15 
5,000 


27,015 
14,048 


27,015 
14,048 


$12,967 


TABLE Il 
Computation of Abel and Baker's Income Tax 


Salary 


Cash received from employ er at Christmas 


Excluded sick pay 
Adjusted gross income .. 
Standard deduction 
Exemptions 
Taxable income 


Federal income tax 


Fringe Benefits 


Taxable Income 
of Employee 


Abel Baker 
. $19,000 $27, 000 


( 100) 


18,900 
1,000 


17,900 
2,400 


15,500 
. $ 3,770 











TABLE Ill 


Analysis of Abel and Baker's Cash 


Cash income 
Salary .... 


Income and Expenditures 


Analysis of Cash 
Income and Expen- 
ditures of Employee 


Abel Baker 


$19,000 $27,000 


Cash received from employer at Christmas 15 


Death benefit .... 


Total cash income . 


Cash expenditures 
F. I. C. A. tax withheld from wages 
Cost of medical insurance 


5,000 
24,000 27,015 


144 


Payment of wife’s medical expense not covered by insurance 


Cost of noon lunches 


Cost of evening meals where employee worked overtime 


Cost of $20,000 term life insurance 
Cost of moving .. 

Cost of ham at Christmas 

Federal income tax (from Table IT) 


Total cash expenditures 


Cash remaining for other purposes 


Table I reveals that the employers 
of Abel and of Baker incurred the 
same total salary and fringe benefit 
cost. However, Abel’s federal in- 
come tax was $2,884 less than Baker’s 
(Table II). Thus, Abel and his wife 
had $2,884 additional available cash 
even though Abel’s regular salary was 
$8.000 less than Baker’s (Table ITI). 
Baker would require a salary of 
$32,075 in order that his cash avail- 
able would equal cash available of 
Abel, who earned a salary of only 
$19,000. 

The foregoing example does not 
contain all of the possible fringe bene- 
fits, but rather is intended to point out 
what can be accomplished by the use 
of these benefits. If the salary of 
each of the employees had been in- 
creased $20,000, the difference in tax 
would have been $4,394. It is suffi- 
cient to say, therefore, that no com- 
pensation picture is complete without 
a thorough consideration of available 
“fringe benefits.” 


The following analysis of some of 
the more common fringe benefit de- 





* Code Sec. 106 and Regs 
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vices will illustrate their character- 
istics and direct attention to significant 
statutory law and case law peculiar 
to each. 


ACCIDENT AND HEALTH PLANS 
General Rules 


The cost of the following employer- 
financed accident and health benefit 
plans are not to be included in the 
gross income of the employee: 


(1) Contribution by his employer 
to accident or health plans for com- 
pensation (through insurance or other- 
wise) to the employee for personal 
injuries or sickness incurred by him, 
his spouse, or his dependents, as de- 
fined in Section 152;? 

(2) Amounts paid, directly or indi- 
rectly, to the employee to reimburse 
him for expenses incurred for the 
medical care of himself, his spouse, or 
his dependents, as defined in Section 
152 (other than amounts attributable 
to deductions allowed under Section 
213 for any prior taxable year) ; * 





* Code Sec. 105(b) and Regs. Sec. 1.105-2. 
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(3) Amounts which constitute pay- 
ment for the permanent loss or loss 
of use of a member or function of the 
body, or the permanent disfigurement 
of the taxpayer, his spouse, or a de- 
pendent (as defined in Section 152) 
and which are computed with refer- 
ence to the nature of the injury with- 
out regard to the period the employee 
is absent from work;* and 


(4) Payments, not to exceed a 
weekly rate of $100, which constitute 
wages or payments in lieu of wages 
for a period during which the em- 
ployee is absent from work on ac- 
count of personal injuries or sickness 
(in the event of sickness, unless the 
employee is hospitalized for at least 
one day, payments attributable to the 
first seven calendar days in such 
period of absence are to be included 
in the gross income of the employee).° 


These four types of health and ac- 
cident benefit plans will not be dis- 
cussed in great detail. However, 
consideration will be given to the statu- 
tory requirements relating to the plans 
generally and, because of the many 
problems relating to it, more detailed 
consideration will be given to the last 
mentioned plan (that is, wage con- 
tinuation plans, more commonly known 
as sick pay plans). 


Plan Required 


In order for the employee to ex- 
clude the above-mentioned benefits 
from his income, the benefits must be 
paid pursuant to a plan of the employer.* 

It appears that the requirement of 
a plan should receive a relatively 
liberal interpretation. Regulations 
Section 1.105-5 provides: 

A plan may cover one 
ployees, and there may 


or more em- 
be different 


plans for different employees or classes 
of employees. An accident or health 
plan may be either insured or nonin- 
sured, and it is not necessary that the 
plan be in writing or that the em- 
ployee’s rights to benefits under the 
plan be enforceable. However, if the 
employee’s rights are not enforceable, 
an amount will be deemed to be re- 
ceived under a plan only if, on the 
date the employee became sick or in- 
jured, the employee was covered by a 
plan (or a program, policy, or custom 
having the effect of a plan) providing 
for the payment of amounts to the 
employer in the event of personal 
injuries or sickness, and notice or 
knowledge of such plan was reason- 
ably available to the employee. 


A Wisconsin District Court, in the 
Marie S. Jackson case,’ found that pay- 
ments to the petitioner’s husband 
qualified for the sick pay exclusion. 
Because of illness, Mr. Jackson per- 
formed no services for his employer 
after November 19, 1953. Sometime 
between November 19, 1953, and De- 
cember 8, 1953, Mr. Jackson and the > 
president of the bank of which he was 
employed agreed that Mr. Jackson’s 
salary should be reduced to $4,800 
per year so long as he should be ab- 
sent from work because of illness. 
His salary was to be restored to 
$10,450 per year whenever he was 
able to perform his duties as vice 
president. The president advised the 
board of directors of this agreement; 
whereupon the directors on Decem- 
ber 8, 1953, re-elected Mr. Jackson as 
vice president and his salary authori- 
zation was designated “Pension W. F. 
Jackson, vice president, $4,800.” The 
opinion does not discuss the word 
“plan” ; however, the opinion did note 
that other courts had been liberal in 





*Code Sec. 105(c) and Regs. Sec, 1.105-3. 
® Code Sec. 105(d) and Regs. Sec, 1.105-4. 
* The title of Code Sec. 105 is “Amounts 
Received Under Accident and Health Plans.” 


Also see Code Sec. 105(e) which defines 
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accident and health insurance and Code Sec. 
106 where the word “plans” is used. 

"Marie S. Jackson v. U. S., 59-1 ustc 
{ 9171 (DC Wis.). 
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construing Congressional enactments 
intended to give tax relief to injured 
or sick employees. 

The Internal Revenue Service has 
ruled several times on the question of 
the existence of a plan which qualifies 
for the exclusion of payments when 
an employee is absent from work 
(wage continuation plans). For ex- 
ample, the various acts of Congress 
which grant leave with pay to civilian 
employees of the government for 
periods of absence on account of per- 
sonal injuries or sickness constitute 
accident or health plans. The manner 
in which the employer records such 
absence will not be determinative.* 


The term “wage continuation plan” 
includes plans under which benefits 
are continued until the employee is 
able to return to work or reaches re- 
tirement age.® In another instance, 
a plan was held to exist where the 
salary of an Arizona public official 
was fixed by law and could not be in- 
creased nor diminished during the 
term of office; the salary was con- 
tinued when discharge of duties was 


prevented by sickness.’ 


It was also held that the provisions 
of a state statute, or of by-laws and 
regulations of a board of education 
authorizing payments in lieu of wages 
to a teacher on sabbatical leave for 
the restoration of health constituted 
a wage continuation plan." 


However, a retirement plan which 
contains no specific provision for early 
retirement because of disability is not 
an accident or health plan even though 
the plan is operated in conjunction 
with the employees’ over-all benefit 
plan.’* 


The Service, in Your Federal In- 
come Tax, states that group hospitali- 
zation premiums paid by the employer 
are not included in the employee’s 
income if such premiums are not de- 
ducted from his pay.** This would 
seem to imply that whenever group 
insurance is used, there is a plan. 


Even though the word “plan” is to 
be liberally construed, there should 
be a written plan, especially where 
the formula for payments varies or 
where only a few of the employees 
are covered by the plan. Already, the 
Tax Court has found in two different 
cases that there was no plan. 


The opinion in a recent Tax Court 
case, indicated that: “. the use of 
“plan” signifies something more than 
merely one or more ad hoc benefit 
payments. Had Congress intended 
to exclude from gross income all ad 
hoc benefit payments arbitrarily made 
at the complete discretion of the em- 
ployer in the absence of any sort of 
prior arrangement or practice, the use 
of the term “plan” would scarcely 
have been necessary.” '* See, also, 
Edward A. Bernstein.» 

Still, there are no specific require- 
ments as to the number of employees 
that must be covered; it would appear, 
therefore, that a plan could be insti- 
tuted by a closely held corporation 
which would include only the stock- 
holder-employees. Any amounts paid 
to or for the benefit of the employee 
would, of course, have to be a rea- 
sonable amount. It should be pointed 
out that the Service recently an- 
nounced that it would no longer rule 
on the question of whether an em- 
ployee-stockholder may exclude from 
gross income, under Section 106 of 





* Rev. Rul. 55-85, 1955-1 CB 15. 

* Rev. Rul. 57-178, 1957-1 CB 71. 

* Rev. Rul. 57-152, 1957-1 CB 70. 

™ Rev. Rul, 58-91, 1958-1 CB 49, 

® Rev. Rul. 59-158, 1959-1 CB 34. 

* Your Federal Income Tax, 1961 
p. 32. 
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“Estate of Leo P. Kaufman, CCH Dec. 
24,632, 35 TC —, No. 71. Taxpayer on 
appeal to Sixth Circuit. 

* Edward A, Bernstein, CCH Dec. 24,875 
(M), 20 TCM 804, TC Memo. 1961-160. 


TAXES —The Tax Magazine 





the Internal Revenue Code, amounts 
paid by the corporation to provide 
him with accident or health benefits.” 
This presumably extends to those 
situations where other employees are 


covered by the plan. 


Who are Employees? 

In addition to the general definition 
of an employee, the Code extends the 
definition for the purpose of health 
and accident plans to full-time life 
insurance salesmen who perform serv- 
ices for remuneration for any person.** 


Deductibility by Employer 

If they are ordinary and necessary 
expenses of the trade or business, pay- 
ments by an employer for benefits 
under health and accident plans are 
deductible as trade or business ex- 
penses. However, if the plan, under 
any circumstances, may provide bene- 
fits under a deferred compensation 
plan described in Section 404(a), then 
the extent to which such payments 
are deductible from gross income shall 
be governed by the provisions of 
Section 404. 


That the deductibility of premium 
payments for employees’ accident and 
health insurance programs occupy a 
privileged place among business ex- 
pense deductions is amply demon- 
strated by a recent appellate court 
case which involved reasonable com- 
pensation for employee-stockholders. 
The Internal Revenue Service con- 
tended that premiums paid on health 
and accident policies for employee- 
stockholders constituted a portion of 
the unreasonable and excessive com- 
pensation paid to the officers during 
1952 and 1953. Even though the court 
disallowed a portion of the salary 
payments, it was held for the tax- 
payer on the insurance issue, on the 
theory that it was not unusual for 





*T TR. 313, March 23, 1961, 
™ Code Sec. 7701(a) (20). 
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a corporation to provide such insur- 
ance. The amounts paid ($419.60 for 
each year) were neither unreasonable 
nor excessive. One of the employee- 
stockholders, who was uninsurable, 
received no compensation in lieu of 
the payments for insurance."* 


Wage Continuation Plans 


In addition to the general areas 
previously discussed, the following 
requirements must be met for exclu- 
sion of payments received under wage 
continuation plans: 

(1) The 
from work. 

(2) The absence must be on ac- 
count of personal injury or sickness. 


employee must be absent 


(3) The payments must be attribut- 
able to the period of absence. 


(4) If the absence is on account of 
sickness, and the employee is not 
hospitalized for at least one day, 
payments for the first seven days of 
such absence are not to be excluded. 


(5) The amount to be excluded may 
not exceed a weekly rate of $100. 


What is Absence from Work? 


Regulations Section 1.105-4(a) (3) 
provides that an employee is not ab- 
sent from work if he is not expected 
to work. For example, an employee 
is not absent from work when he has 
reached retirement age or when he 
is on vacation. Likewise, a teacher is 
not absent from work during the 
summer or other vacation when he is 
not expected to teach. 


The Tax Court found that a teacher 
who became sick during the summer 
was not absent from work during the 
summer. The teacher had agreed at 
the request of the school principal to 
perform extra work during the sum- 
mer. The teacher received his annual 

* Ernest, Holdeman & Collet, Inc., CCH 
Dec. 24,030(M), 19 TCM 42, aff'd, 61-1 ustc 
{ 9398 (CA-7). 
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salary over a 12-month period, but he 
was to receive no additional salary 
for his extra work. The by-laws of 
the board of education allowed for 
a vacation period between June 30 
and the second Monday in September. 
The school principal had no authority 
to require a teacher to work during 
the summer.*® 


Some wage continuation plans pro- 
vide for the election by the employee 
to use vacation leave as additional 
sick leave. The Internal Revenue 
Service ruled that there is an absence 
from work when the employee makes 
such an election.*® Presumably there 
would also be an absence from work 
where the employer’s plan provided 
for no sick leave other than the elec- 
tion to use vacation leave as sick leave. 


For purposes of determining the 
age beyond which disability payments 
will not qualify for the sick pay ex- 
clusion, the Service has defined “re- 
tirement age” to be, inter alia: 


“The lowest age specified in the 
appropriate written employees’ pen- 
sion or annuity plan at which the 
employee, had he not been disabled 
and had he continued in such em- 
ployment, would have had the right 
to retire without the consent of the 
employer and receive retirement bene- 
fits based on service to date of retire- 
ment computed at the full rate set 
forth in the plan, i.e., without actuarial 
or similar reduction because of retire- 
ment before some later specific age, 
provided, however, that such retirement 
age corresponds with the employer's 
actual practice and is reasonable in view 
of all the pertinent facts and circum- 
stances.” (Italics supplied. )*" 


In accordance with the proviso in 
this regulation, the Tax Court has 
recently found that retirement age, 

* Edward I. Weinroth, CCH Dec. 23,796, 
33 TC 58. 


* Rev. Rul. 57-384, 1957-2 CB 100. 
* Rev. Rul. 57-76, 1957-1 CB 66. 
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in the context of the sick pay exclu- 
sion, need not necessarily be confined 
to the lowest age at which an em- 
ployee can retire without the consent 
of the employer. In William L. Win- 
ter,” the court found that even though 
the formula for computing the amount 
of the pension may not provide for 
any actuarial reduction in case of 
early retirement, the amount of the 
pension may be less where the formula 
is based on the average salary for 
the last ten years of service. The 
court noted that the average salary 
under this formula would likely be 
higher at age 65 than at age 60. The 
court found as a fact that over a 
ten-year period ending in 1959 only 
6.6 per cent to “something over 13 
per cent” of the eligible employees 
in the plan involved annually exer- 
cised their early retirement privilege. 
The actual practice of the majority 
of the employees selecting the later 
retirement seemed to control here. 
Since the government has appealed 
this case to the Third Circuit, the 
definition of retirement age remains 
uncertain. 

An employee is not absent from 
work when he performs any services 
for his employer at his usual place 
of employment or when he performs 
substantial services for his employer 
at some other place. Short business 
conferences at home or in the hospital, 
with clients or other employees, do 
not constitute substantial services. An 
employee who lives upon the premises 
of the employer is absent from work 
when he is unable to work because 
of injury or sickness.”* 


Personal Injury or Sickness 


The absence from work must be by 
reason of the employee’s sickness or 
injury and not by reason of the sick- 


* William L. Winter, CCH Dec. 24,776, 36 


TC —, No. 2. 
Third Circuit. 
* Regs. Sec. 1.105-4(a) (5). 
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ness or injury of a member of his 
family. For example, payments made 
to an employee who is quarantined 
because of an illness of a member of 
his family will not qualify for the 
exclusion. Neither will such payments 
qualify when the sickness of a mem- 
ber of the employee’s family requires 
his care and attendance. 


Prior to the onset of labor, preg- 
nancy is not a sickness. However, 
sickness may accompany pregnancy. 
For example, unless there is conflict- 
ing evidence, the absence from work 
by reason of a substantial danger of 
miscarriage will constitute sickness.® 


An individual receiving a disability 
pension from one employer may be 
employed by another or may be self- 
employed without losing the sick pay 
exclusion. The reason for this is that 
the employee’s absence from work is 
not terminated by the employer pay- 
ing the disability pension. However, 
his employment elsewhere will be a 
factor in determining whether his ab- 
sence is due to personal injury or 
sickness, or to some other reason. If 
the employee has recovered from his 
disability, his disability pension is no 
longer eligible for the exclusion.” 


Certainly an employee should keep 
adequate supporting evidence to ver- 
ify that his absence was due to injury 
or sickness. In one situation, the Tax 
Court found that there was insuff- 
cient evidence to prove that the 
taxpayer was absent because of sick- 


ness.”* 


Payments Must be Attributable 
to the Period of Absence 


The period of absence commences 
the moment an employee first be- 


comes absent from work and ends the 
moment he returns to work.** The 
exclusion, however, is applicable only 
to payments for days during the 
period when the employee was absent 
from work. Thus, payments for a 
legal holiday when the employee was 
not on call or otherwise expected to 
work are not eligible for the exclu- 
sion.”® Unless the plan provides other- 
wise, it is presumed that an employee 
is not paid for days (or portions of 
days) which are not normal working 
days.*° 

Amounts received during the period 
of absence which were earned prior 
to or subsequent to the period of ab- 
sence are not attributable to the 
period of absence.*t The Service has 
ruled that lump-sum payments for 
accumulated and accrued annual leave 
are not payments related to absence 
from work, where, for example, a 
civil service employee who had been 
hospitalized on account of sickness, 
was unable to return to work, and 
was retired on account of disability 
before the normal age of retirement.* 

Further, commissions received by a 
salesman who was absent from work 
because of sickness are attributable 
to the period of absence when his 
ordered direct the 
employer. During his absence the sales- 
man did not contact any of his cus- 
tomers nor did he render any services 
to them. The employer’s other sales- 
men did not perform any selling serv- 
ices for these customers and no other 
salesman any commissions 
with these transactions. 
Commissions earned prior to the sales- 
man’s absence are not attributable to the 
period of absence.* 


customers from 


received 
respect to 





* Rev. Rul. 55-283, 1955-1 CB 17. 

* Rev. Rul. 55-263, 1955-1 CB 16 ampli- 
fied by Rev. Rul. 59-170, 1959-1 CB 36. 

* Rev. Rul. 57-178, 1957-1 CB 71 clarified 
by Rev. Rul. 58-599, 1958-2 CB 45. 

* Jack L. Nicoll, CCH Dec. 24,786(M), 
20 TCM 552, TC Memo, 1961-111. 
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* Regs. Sec. 1.105-4(a)(4). 

*® Rev. Rul. 58-371, 1958-2 CB 39. 
” Regs. Sec. 1.105-4(b). 

* Source cited at footnote 30. 

* Rev. Rul. 58-178, 1958-1 CB 51. 
*® Rev. Rul. 58-462, 1958-2 CB 41, 





Bonuses determined by profits of a 
company for an entire year may not 
be allocated to the period of absence. 
It is the position of the Service that 
such bonuses represent a reward for 
the employee’s contribution to the 
successful business operations of the 
employer and are more attributable to 
work performed than to periods of 
absence.** 


Seven-Day Rule 

An employee who is absent from 
work because of sickness and who is 
not hospitalized at least one day dur- 
ing such absence may not exclude 
payments for the first seven calendar 
days of such absence. The seven-day 
period does not begin prior to the 
first day of absence from work. How- 
ever, if an employee is absent from 
work because of sickness for any 
length of time prior to the end of his 
normal working day, that day counts 
as a whole day for this purpose. 
When the employee returns to work 
for any period of time, he terminates 
that period of absence. If he again 
becomes absent because of the same 
sickness, a new period of absence be- 
gins.*® 

When an employee’s period of ab- 
sence begins in one year and extends 
into the next year, only the seven 
days at the beginning of the period 
of absence need be excluded. There 
is not a new seven-day exclusion 
simply because there is a new year.” 


Maximum Exclusion— 
Weekly Rate of $100 


The sick pay exclusion is the amount 
of the benefit payments attributed to 
the period of absence (less the amount 


* Rev. Rul. 60-203, 1960-1 CB 41. 

*® Code Sec. 105(d); Regs. Sec. 1.105-4(c); 
and Rev. Rul. 58-163, 1958-1 CB 50. 

* Rev. Rul. 55-366, 1955-1 CB 17. 

* Examples of the method of computation 
may be found in Regs. Sec. 1.105-4(d)(3); 
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attributable to the first seven calendar 
days of the period of absence if the 
Waiting period requirement applies). 
However, the exclusion may not ex- 
ceed a weekly rate of $100. In general, 
the weekly rate is determined by an- 
nualizing the benefit payments and 
dividing the annualized payments by 
the number of weeks in a year. 


If an employee receives benefits 
for a full pay period or more, or if 
the employee receives benefits from 
more than one plan, the amount of the 
exclusion is determined by multiply- 
ing the eligible benefit payments by 
$100 and dividing the product by the 
weekly rate. If benefit payments are 
received for less than a full pay pe- 
riod, the maximum exclusion must be 
determined by reference to the daily 
rate. The daily rate is determined by 
dividing the weekly rate by the num- 
ber of days in a normal work week.*’ 


The pay period of a particular wage 
continuation plan shall be determined 
by reference to the plan.** Unless the 
plan provides otherwise, it will be 
presumed that plan benefits are at- 
tributable to the normal working day 
of the particular employee.*® 


Meals and Lodging 


Under certain circumstances, Sec- 
tion 119 of the Code provides that the 
value of meals and lodging furnished 
an employee for the convenience of 
his employer shall not be included in 
his gross income. The value of meals 
furnished an employee are excluded 
from his gross income if the meals are 
furnished on the premises of the em- 
ployer. In order to exclude the value 
of lodging, an additional test must be 
met. The employee is required to 
Rev. Rul. 57-359, 1957-2 CB 94; Rev. Rul. 
57-360, 1957-2 CB 97; and Rev. Rul, 57-399, 
1957-2 CB 101. 


* Regs. Sec. 1.105-4(d)(3). 
* Regs. Sec. 1.105-4(b). 





TAXES—The Tax Magazine 





accept such lodging as a condition of 
his employment. 


The provisions of an employment 
contract or of a state statute fixing 
terms of employment shall not be de- 
terminative as to whether or not the 
meals or lodging are intended as com- 
pensation. The Commissioner in his 
regulations requires that the meals 
and lodging must be furnished in 
kind. If the employee has an option 
to receive additional compensation in 
lieu of meals and lodging in kind, or 
if the employee is required to reim- 
burse the employer for such meals 
and lodging, their value is taxable in- 
come.*® However, the Eighth Circuit 
Court of Appeals held that, if the 
tests of the Code were met, it made 
no difference that the fair rental value 
of the lodging was intended as com- 
pensation and was deducted from the 
employee’s salary.** The _ Internal 
Revenue Service has announced that 
it will follow the decision and that 
necessary steps will be taken to amend 
the regulations.* 


Convenience of Employer 

The Regulations give several ex- 
amples of meals furnished for the 
convenience of the employer. Ordi- 
narily, meals furnished during the 
working day or immediately preced- 
ing or following the working day are 
furnished for the employer's conve- 
nience. Meals furnished on nonwork- 
ing days or during times when the 
employee’s presence does not serve a 
business purpose will not qualify for 
the exclusion. If the employee is re- 
quired to occupy living quarters on 
the employer’s premises, the exclu- 


” Regs. Sec. 1.119-1(c)(2). 

“J, Melvin Boykin v. Commissioner, 58-2 
ustc 79900, 260 F. 2d 249 (CA-8), rev’g 
CCH Dec. 22,829, 29 TC 813. 

“ Rev. Rul. 59-307, 1959-2 CB 48. 

* Regs. Sec. 1.119-1(a)(2). 

“ George I. Stone, CCH Dec. 23,708, 32 
TC 1021; W. I. Olkjer, CCH Dec. 23,618, 
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sion applies to the value of any meals 
furnished to the employee on such 
premises.** In several cases it has 
been held that meals and lodging are 
furnished for the convenience of the 
employer when no other accommoda- 
tions were reasonably available.** 


Must Be Condition of Employment 


In one case the Tax Court held that 
the required condition of employment 
was met without the presence of an 
express requirement for the employee 
to live in facilities provided by the 
company. The requirement was ful- 
filled when the exigencies of the 
business necessitated the employee’s 
acceptance of company living quarters 
in order that he might properly per- 
form his duties. The case involved 
facilities located 67 miles from the 
nearest town.* 


Members of Employee's Family 

During 1959 the Service issued a 
ruling involving resident faculty mem- 
bers of a boarding school. It was held 
that the provisions of Section 119 of 
the Code pertained to the value of 
meals and lodging furnished to the 
employee but not to members of his 
family, Thus, the value of meals and 
lodging furnished to the employee’s 
family is includible as income. Dur- 
ing 1960 this ruling was withdrawn 
without an explanation.*® It may be 
that the Service intends to use its dis- 
cretion in taxing the value of meals 
and lodging furnished to the employ- 
ee’s family. In any event, there is 
uncertainty as to the proper tax treat- 
ment of such amounts. 


32 TC 464; Henry M. Lees, CCH Dec. 
19,635(M), 12 TCM 472; and Manuel G. 
Setal, CCH Dec. 24,871(M), 20 TCM 561, 
TC Memo. 1961-156. 
* Manuel G. Setal, cited at footnote 44. 
“Rev. Rul. 59-409, 1959-2 CB 48 with- 
drawn by Rev. Rul. 60-348, 1960-45 IRB 9. 
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INSURANCE AND INTEREST 
FREE LOANS 


Group Term Life Insurance Premiums 


Regulations Section 1.61-2(d)(2) 
provides that payments by an em- 
ployer of group term life insurance 
premiums are not taxable income to 
the employee. This is contrary to the 
general rule that when an employer 
pays premiums on policies covering 
the employee’s life, and the proceeds 
of the policies are payable to the ben- 
eficiaries of the employee, the em- 
ployee receives taxable income. A 
provision similar to this first appeared 
in the regulations of 1920.*" 


However, group insurance which 
is of a permanent form is includible 
in the employee’s income. Where the 
benefits of the permanent insurance 
are forfeitable in the event of subse- 
quent separation from service, the 
insurance is not considered as perma- 
nent. If there is a change from for- 
feitable to nonforfeitable status, the 
value of any permanent insurance or 
equivalent benefits is taxable to the 
employee at the time of the change.* 


If the group policies are of perma- 
nent form and the employer pays only 
the premiums for the current insur- 
ance protection, the amounts paid by 
the employer are not taxable income 
to the employee. In this situation the 
costs of any permanent or nonforfeit- 
able features of the policy would be 
paid by the employee.* 


For the purposes of determining 
whether the payment of insurance 
premiums is taxable income, a sales- 
man will be treated as an employee, 
if he is an employee under the com- 
mon law concept or as defined in Sec- 
tion 7701(a)(20) of the Code. 


Split-Dollar Insurance 


In 1955 the Service gave split-dollar 
insurance arrangements the go signal. 
Basically, a split-dollar arrangement is 
one in which the employer pays the 
premium to the extent of the annual 
increase in the cash surrender value of 
the policy, and the employee pays the 
balance. Upon the death of the em- 
ployee, the employer is entitled to re- 
ceive proceeds to the extent of the cash 
surrender value, and the beneficiaries of 
the employee are entitled to receive the 
remainder of the proceeds. 


The Service holds that such an ar- 
rangement is in substance an inter- 
est free loan to the employee, and that 
merely making money available, re- 
sults in neither realized income to the 
payee nor deduction to the payor. 
Further, proceeds payable to the em- 
ployer and to the beneficiaries of the 
employee would not be included in 
gross income under the provisions of 
Section 101(a) of the Code.” 


It should be noted that the specific 
facts of this ruling deal with a policy 
owned by the employer. Under a 
supplemental agreement the gross pre- 
miums, less the amount of any divi- 
dends, would be paid by the employer 
to the extent of the increase in cash 
surrender value for any taxable year. 
The employee agrees to pay the bal- 
ance of the premium in return for 
partial control over the distribution 
of the death benefits thereunder. 


If in an actual case the facts were 
changed so that the dividends on the 
policy were used to buy additional 
term insurance for the employee, the 
question arises whether when the 
annual increase in cash surrender 
value exceeds the annual premium 
payments, less the dividends, the em- 
ployee would be receiving some 
additional compensation, since the corpo- 





* Mim. 6477, 1950-1 CB 16. 
“Source cited at footnote 47. 
” Rev. Rul. 54-165, 1954-1 CB 17. 
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” Rev. Rul. 56-400, 1956-2 CB 116, 
* Rev. Rul. 55-713, 1955-2 CB 23. 
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ration, in effect, would be paying for 
an individual term policy. 


Interest-Free Loans 


Interest-free loans are an integral 
part of split-dollar insurance. Re- 
cently, in the case of J. Simpson Dean,*? 
the majority opinion of the Tax Court 
held that, where a closely held corpo- 
ration loaned in excess of $2 million 
to its stockholders on noninterest 
bearing notes, the interest-free loan 
resulted in no taxable income to the 
borrowers. The Commissioner had 
relied on a series of cases holding that 
the rent-free use of corporate prop- 
erty may result in the realization of 
income. It appears that one factor 
which influenced the court was that, 
unlike the rent cases, if the stock- 
holders had borrowed the funds in 
question on interest-bearing notes, 
they would have had an offsetting 
interest deduction. 


Four judges concurred with the 
majority opinion, but felt that the 
statement “an interest-free loan re- 
sults in no taxable gain to the bor- 
rower” was a generalization that was 
much too broad. One judge dissented. 


Two questions might now be asked. 
Will the Commissioner carry this is- 
sue further? Will the Commissioner 
change his opinion, which at the pres- 
ent time considers split-dollar insur- 
ance contracts as interest-free loans 
which do not create taxable income 
for the employee? Additional judicial 
interpretation will be necessary to 
clear the uncertainty that surrounds 
the tax treatment of the real economic 
benefit provided by interest-free 
loans. 


MOVING EXPENSES 


As corporations have expanded 
their business operations by opening 


offices in other cities, the frequency 
with which employees are transferred 
from one place to another has cor- 
respondingly increased. This is es- 
pecially true where the business of 
the employer requires the services of 
employees with specialized technical 
abilities. An employee who moves 
from one place of employment to an- 
other needs to know whether moving 
expenses are deductible and, if he is 
reimbursed, whether the reimburse- 
ments are taxable income. 


Employee Moves for 
Own Convenience— 
Expenses Reimbursed 

It is well settled that when an em- 
ployee moves from one location to 
another for his own convenience or to 
seek or to accept new employment the 
costs of moving are not deductible.** 
In this situation moving expenses are 
considered to be personal living ex- 
penses. Any reimbursement of such 
expenses by the employer are includ- 
ible in the employee’s income. 


Transfer for Employer's 
Convenience— 
Moving Expenses Reimbursed 

In 1937 the Bureau of Internal Rev- 
enue issued a ruling relating to the 
taxability of reimbursed moving ex- 
penses of a State Department em- 
ployee. The employee was a member 
of the American Foreign Service. The 
government required that the em- 
ployee’s family accompany him at his 
foreign post of duty. The employee 
was transferred from one foreign post 
of duty to another for the convenience 
of the government. In this situation 
the Bureau held that the reimburse- 
ment for the cost of transportation 
should not be included as a part of the 
taxpayer's gross income. As part of 
its reasoning the Bureau stated: 





"7. Simpson Dean, CCH Dec. 24,742, 35 
TC —, No. 113. 

%U. S. uv. Sherill O. Woodall, et al., 58-2 
ustc § 9547, 255 F. 2d 370 (CA-10), cert. 
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den., 358 U. S. 824; Rev. Rul. 55-140, 1955-1 
CB 317 amplified by Rev. Rul. 59-236, 
1959-2 CB 234; and Rev. Rul. 54-429, 1954-2 
CB 53. 
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“There is no essential difference 
between a payment of such costs di- 
rectly by the government and the 
payment by the officer with subse- 
quent reimbursement by the govern- 
ment. In the latter case the officer 
has made an expenditure primarily 
for the benefit of the government for 
which he is reimbursed. In neither 
case does the officer derive taxable 
income.” * 


In 1954 the Service expanded the 
1937 ruling to include all transfers 
from one official station to another if 
such move was for the employer’s 
convenience. In such instances the 
reimbursement of the cost of moving 
an employee, his immediate family, 
household goods and personal effects 
would not constitute taxable income 
to the extent that the total amount is 
expended for such purposes. It was 
again noted that there was no essen- 
tial difference between a payment of 
such costs directly by the employer 
and the payment by the employee and 
subsequent reimbursement by the em- 
ployer. 

In a recent Tax Court case, the 
Internal Revenue Service contended 
that the 1954 ruling previously re- 
ferred to had no application where 
an employee moved less than six 
weeks after accepting new employ- 
ment. The taxpayer in this case was 
living in Washington, D. C., and on 
April 12, 1956, accepted new employ- 
ment in Burbank, California, to com- 
mence July 1, 1956. The offer of 
employment included provision for 
the payment of his moving expenses. 
After accepting this arrangement, the 
taxpayer was given the opportunity 
to begin work immediately in Wash- 
ington, D. C., with the understanding 
that on July 1 he would be trans- 
ierred to Burbank. The new employer 


*GCM 18430, 1937-1 CB 137. 

*™ Rev. Rul. 54-429, 1954-2 CB 53. 

* John E. Cavanagh v. Commissioner, CCH 
Dec. 24,841, 36 TC —, No. 32. 
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wanted him to begin work immedi- 
ately in Washington, D. C., so that 
he might become acquainted with the 
operations of the company and thus 
aid him in the performance of his 
services in Burbank. The employment 
in Washington began May 21 and 
the transfer to Burbank was made 
on June 27. The Tax Court, permit- 
ting the exclusion of the moving ex- 
pense reimbursement, held that: 

(1) The taxpayer was not a “new” 
employee. He had worked in Wash- 
ington for more than five weeks. 


(2) The taxpayer was not a tempo- 
rary employee. Furthermore, the 1954 
ruling refers to the first employment 
as being at a station which is “official,” 
not “temporary.” 

(3) The employment in Washing- 
ton was for the convenience of the 
taxpayer; however, the transfer to 
Burbank primarily served his em- 
ployer’s convenience. The court also 
found that the taxpayer was willing 
to stay in Washington or to move 
elsewhere at the request of his em- 
ployer. 

Under different circumstances the 
Tax Court found that a taxpayer was 
a new employee. In this case, the 
employee’s services were loaned to an 
out-of-town customer on a trial basis. 
After approximately four months the 
taxpayer decided to sever his connec- 
tions with his old employer and to 
become an employee of the customer. 
Arrangements were made for the tax- 
payer to continue on the payroll of 
his former employer for an additional 
six months in order that he would 
share in the contribution to the profit- 
sharing trust for that year. The 
Court held that the reimbursements 
of his moving expenses was made by 
a new employer and thus constituted 
taxable income.* 


* Alan J. Vandermade, CCH Dec. 24,922, 
36 TC —, No. 63. 
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Transfer by Employer— 
Are Moving Expenses Deductible? 
The Tax Court has said: 


“The prohibition against the deduc- 
tion of personal living expenses has 
reference only to such expenses as 
are ultimately chargeable to the tax- 
payer. It has no applicability to such 
expenses as are properly chargeable 
to another which the taxpayer pays 
and for which he is reimbursed.*® 


Nevertheless, the Board of Tax Ap- 
peals and the Tax Court have con- 
sistently held that when an employee 
is transferred from one place of em- 
ployment to another, his nonreim- 
bursed moving expenses are personal 
living expenses.*® 

In the case of H. Willis Nicholas, 
Jr..°° the Tax Court said that there 
were no trade or business exigencies 
which caused him to move his family 
and possessions to his new location. 
The functioning of his employer’s 
business was neither aided nor de- 
terred by the presence of the tax- 
payer’s family, household goods, and 
automobiles. 


Definition of Moving Expenses 
Since the maximum amount of 
reimbursed moving expenses which 
may be excluded from an employee’s 
income is limited to the amount that 
is expended for such costs, it is neces- 
sary to attempt to define “moving 
expenses.” The position of the In- 
ternal Revenue Service is that meals 
and lodging of the employee and his 
family while awaiting permanent quar- 
ters at the new post of duty are not 
moving expenses.** This would seem 
to indicate that moving expenses are 
limited to the costs of transporting 


the family (including meals and lodg- 
ing) and personal belongings between 
the two locations. 


In the only case dealing with this 
subject, the Tax Court held that the 
Service was only partially correct in 
its definition. The decision held that 
any reasonable and necessary extra- 
ordinary food and lodging expense 
incurred by the taxpayer in connec- 
tion with the move would be included 
in the definition.** “Extraordinary” 
is used here in the sense that the 
expenses are in excess of the tax- 
payer’s normal living expenses. 


Reimbursements for ‘‘Losses'’ 

A taxpayer was ordered by his 
employer to move his place of resi- 
dence from Bronxville, New York, 
to Princeton, New Jersey. The em- 
ployer had built some new labora- 
tories near Princeton. The taxpayer’s 
responsibilities at the new laboratories 
required that he be on call at all 
times during the day or night. At 
the time the move was ordered, it 
was agreed that the employer would 
reimburse the taxpayer for any loss 
which he might sustain on the sale 
of his residence. The promised pay- 
ment was the difference between the 
net selling price of the residence and 
the cost, less an agreed upon allow- 
ance for depreciation. The Tax Court 
held that the payment made pursuant 
to this agreement should be treated 
as part of the “amount realized” from 
the sale of the residence rather than 
as additional compensation.® 


In a somewhat similar situation an 
employer paid a portion of the pur- 
chase price of a new residence. It 
was held that this type of payment 
constitutes additional compensation. 





* Case cited at footnote 56. 

® Leland D. Webb, CCH Dec. 280, 1 BTA 
759; Fulton Freeman, CCH Dec. 18,875(M), 
11 TCM 285; and H. Willis Nichols, Jr., 
CCH Dec. 17,307, 13 TC 916. 

© H. Willis Nichols, Jr. cited at footnote 59. 

* Rev. Rul. 54-429, 1954-2 CB 53. 
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“0. S, Schairer, CCH Dec. 16,034, 9 TC 
549. 

“J. A. Le Grand v. U. S., 52-2 uste 
9 9419, 105 F. Supp. 177 (DC Ohio) and 


J. S. Rinehart, et al, CCH Dec. 19,070, 18 
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Presently there is pending before 
the Tax Court a case where the 
employer reimbursed the employee 
for a loss on the sale of his former 
home in another city. The employer 
in this case made the offer to a new 
employee after two months of em- 
ployment had elapsed. The decision 
before the court is whether the pay- 
ment may be considered as part of 
the sale price of the residence or 
whether the payment is additional 
compensation.® 


DEATH BENEFITS 


Genera Rule 
for Employee Whose Death Occurs 
after August 16, 1954 


Section 101(b) of the Code provides 
for a death benefit exclusion of an 
amount not to exceed $5,000. The 
death benefit must be paid by or on 
behalf of an employer by reason of 
the death of the employee. The pay- 
ment may be paid in a single sum 
or over a period of time. The re- 
cipient may be the beneficiaries or the 
estate of the employee. The amount 
may be paid voluntarily or pursuant 
to a contractual obligation of the 
employer. 


If the entire amount of “total dis- 
tributions payable” from a qualified 
deferred compensation plan is paid 
within one taxable year of the dis- 
tributee, the exclusion applies, even 
though the employee, immediately 
before his death, possessed a nonfor- 
feitable right to the payments. The 
exclusion does not apply to any other 
payments which the employee, im- 
mediately before his death, possessed 
a nonforfeitable right to receive. The 
exclusion does not apply to amounts 
received as an annuity under a joint 
and survivor annuity obligation where 





“Harris W. Bradley, Dkt. No. 91639, filed 
March 22, 1961. 
* Reg. Sec. 1.101-2(c). 
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the employee was the primary an- 
nuitant and the annuity starting date 
occurred before he died. 


Allocation Between Recipients 


The regulations provide that if the 
death benefit exceeds $5,000 and there 
is more than one recipient or more 
than one benefit, the exclusion shall 
be apportioned among them in the 
same proportion as the amount re- 
ceived by each recipient bears to the 
aggregate death benefits of the em- 
ployee. However, the Commissioner 
agreed on brief in a recent case be- 
fore the Tax Court that the entire 
exclusion could be applied against the 
payment received directly from the 
employer, rather than partially or 
wholly against a lump sum distribu- 
tion received from a profit-sharing 
trust.®’ 


Voluntary Payments to Widows 

Frequently an employer will volun- 
tarily make payments of a sum of 
money in a lump sum or periodically 
to a deceased employee’s widow. These 
payments are generally authorized by 
the board of directors in recognition 
of the employee’s loyal services and 
as a monetary expression of sympathy 
to the widow. Prior to 1950 the Serv- 
ice rarely attempted to tax such pay- 
ments to the widows. 


In 1950 the Service changed its 
position and held that effective Jan- 
uary 1, 1951, payments to a widow, 
in consideration of services rendered 
by the employee, are includible in the 
gross income of the widow.®* This 
shift in position by the Service led 
to widespread litigation as to the 
nature of these payments. The result 
of the litigation was that in most 
instances the courts held that such 

“Estate of W. R. Olsen, CCH Dec. 
24,876(M), 


1961-161. 
“I. T. 4027, 1950-2 CB 9. 
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R. Olsen, 
20 TCM 807, 


CCH Dec. 
TC Memo. 





payments were gifts and thus not 
includible in the income of the widow. 


In view of the results of the litiga- 
tion, the Service on August 25, 1958, 
issued T. I. R. 87, in which it an- 
nounced that the Internal Revenue 
Service would no longer litigate the 
issue under the 1939 Code unless there 
was clear evidence that the payments 
were intended as compensation for 
services or that the payments might 
be considered to be dividends. It was 
the position of the Service that cases 
arising under the 1954 Code involved 
other considerations and that this 
would be made the subject of a future 
announcement. 


In 1960 the Service stated that its 
position in cases under the 1954 Code 
would be that the gift exclusion of 
Section 102 was inapplicable to any 
part of such payments. 


The first two court decisions to 
comment on the effect of Section 101 
(b) of the 1954 Code agreed with the 
Commissioner’s interpretation. Since 
neither case was involved with the 
issue under the 1954 Code, both courts 
stated by way of dicta that under the 
1939 Code the specific payments in 
question were gifts. The first of these 
cases was a New York District Court 
case where the following comment 
was made: 


“The Internal Revenue Code of 
1954 (not applicable here) changed 
this. Section 101(b), 68A Stat. 26, 

eliminates the provisions limit- 
ing to contractual death benefits the 
application of the $5,000 exemption. 
To me the effect of this would seem 
to be to withdraw the complete ex- 
emption that gratuitous death benefits 
had enjoyed and to substitute an 
exemption up to $5,000. In the com- 
plete revision effected by the 1954 


” Rev. Rul. 60-326, 1960-2 CB 32. 
” Betty Rodner, 57-1 ustc § 9392, 
Supp. 233 (DCN. Y.). 





149 F. 
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Code, the general language exempting 
gifts is controlled by the particular 
language of Section 101(b) limiting 
the exemption of death benefits to 
$5,000. Gifts in general are exempt 
but gifts in the form of death benefits 
are taxable insofar as they exceed 
$5,000. 

“That does not seem to have been 
the view of the Senate Committee 
on Finance of a subsequent Congress, 
however. In the Report referred to, 
p. 14, the Committee deals with this 
very change and says “The exclusion 
is made available regardless of whether 
the employer has a contractual obli- 
gation to pay the death benefits.’ 
That language is certainly that of 
someone who thinks that the new 
provision extends a boon instead of 
a burden to the recipients of gratuitous 
death benefits. With the utmost re- 
spect, I believe that the Committee’s 
view of the prior law was a misinter- 
pretation. Even if the Congress itself 
were to solemnly declare the meaning 
of legislation adopted at a previous 
session it would have no more effect 
than an executive interpretation ....” ° 


The second case was before the 
Court of Appeals for the Fourth 
Circuit. In a footnote the court said: 


“While this controversy arises under 
the Internal Revenue Code of 1939, 
the law has now been amended, and the 
problem with which we are here 
concerned cannot arise in the future. 
The new law rejects the tests which 
have been found unsatisfactory in 
practice and unequivocally makes 
nontaxable payments to the employee’s 
estate or family, made by reason of 
his death; but it imposes a $5,000.00 
limitation. The 1939 provision that 
the payments be made pursuant to 
contract has been eliminated from the 
1954 Code.” ™ 

™ Hilda Bounds, 59-1 ustc § 9159, 262 F. 
2d 876 (CA-4), rev’g and rem’g 58-1 ustc 
7 9165, 157 F. Supp. 228 (DC Md.). 
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Four district courts have dealt 
specifically with the Commissioner’s 
interpretation that death benefits are 
now governed by Section 101(b) and 
that the gift exclusion of Section 102 
is inapplicable. All four districts 


rejected the Commissioner’s position 
and held that the payments involved 
were gifts. The courts involved are 
located in Kentucky, Georgia, New 
York and Minnesota. The Court of 
Appeals for the Sixth Circuit affirmed, 
Kentucky 


without the 


decision.*? 


comment, 


The District Court in Kentucky 
said : 

“4. Section 102(a) of the Internal 
Revenue Code of 1954 contains the 
provision (as did the comparable 
section, 22(b)(3), of the 1939 Code) 
that gross income does not include 
amounts received as gifts; and the 
meaning of that provision is not 
changed by the provisions of Section 
101(b) of the 1954 Code. It is clear 
that the purpose of the latter section 
of the 1954 Code is to eliminate the 
requirement (contained in the com- 
parable section, 22(b)(2), of the 1939 
Code) that certain employee death 
benefits must be paid pursuant to a 
contractual obligation in order for 
such benefits to qualify for a $5,000 


exclusion from gross income... .” 


The Tax Court has not yet dealt 
with the specific question as to whether 
or not Code Section 101(b) governs 
all death benefits. However, in a 
series of cases it has held that such 
payments in excess of $5,000 were 


"= Grace P. Reed, 59-1 ustc 9264, 177 F. 
Supp. 205 (DC Ky.), aff’d 60-1 ustre { 9349, 
277 F. 2d 456 (CA-6); Virginia L. Cowan, 
60-2 ustc $9674 (DC Ga.); Genevieve E. 
Frankel, 61-1 ustc $9287 (DC Minn.) (on 
appeal CA-8); and Ellis H. Wilner, 61-2 
ustc § 9575. 

" Grace P. Reed, cited at footnote 72. 

* Estate of Mervin G. Pierpont, CCH Dec. 
24,408, 35 TC —, No. 10, (on appeal CA-4); 
Estate of Martin Kuntz, Sr., CCH Dec. 
24,463(M), 19 TCM 1379; Estate of Rose A. 
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includible in the taxable income to 
the widow.™* In its decisions the Tax 
Court has relied on the recent Su- 
preme Court case of Commissioner v. 
Duberstein.*® 


The Duberstein decision did not in- 
volve death benefits payments to 
widows. Rather, the case involved 
the receipt of a Cadillac by a man 
who furnished the president of an- 
other company with names of poten- 
tial customers. 

In the first death benefit case to be 
decided by the Tax Court after the 
Duberstein decision, the court noted 
the following statements made by the 
Supreme Court in that case: 


“And although the Supreme Court 
declined to lay down the new ‘test’ 
urged by the Government, its opinion 
went a long way towards bringing 
the problem back into proper focus, 
thereby clarifying and developing the 
law in this troublesome area . ; 
In the first place the Court noted that 
a voluntary transfer .. . ‘without any 
consideration or compensation there- 
fore, though a common-law gift, is not 
necessarily a “gift” within the mean- 
ing of the statute.’ The Court con- 
tinued (pp. 285-286) : 

“For the Court has shown that the 
mere absence of a legal or moral ob- 
ligation to make such a payment does 
not establish that it is a gift... 
And, importantly, if the payment pro- 
ceeds primarily from ‘the constrain- 
ing force of any moral or legal duty,’ 
or from ‘the incentive of anticipated 
benefit’ of an economic nature, .. . 





Russek, CCH Dec. 24,648(M), 20 TCM 123, 
TC Memo. 1961-28; Estate of Irving B. 
Cooper, CCH Dec. 24,867(M), 20 TCM 774, 
TC Memo. 1961-154; Mildred W. Smith, 
CCH Dec. 24,868(M), 20 TCM 775, TC 
Memo. 1961-155; Estate of W. R. Olsen, 
CCH Dec. 24,876(M), 20 TCM 807, TC 
Memo. 1961-161; and Roy I. Martin, CCH 
Dec. 24,907, 36 TC —, No. 56. 

™ Commissioner v. Duberstein, 60-2 ustc 


7 9515, 363 U. S. 278 (S. Ct.). 
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it is not a gift. And, conversely, 
‘(w)here the payment is in return 
for services rendered, it is irrelevant 
that the donor derives no economic 
benefit from it.’ A gift in the 
statutory sense, on the other hand, 
proceeds from a ‘detached and dis- 
interested generosity, . out of af- 
fection, respect, admiration, charity 
or like impulses. .. .’ 

“And in this regard, the most criti- 
cal consideration, as the Court was 
agreed in the leading case here, is 
the transferor’s ‘intention’. . . ‘What 
controls is the intention with which 
payment, however voluntary, has been 
made.’ ” (Citations omitted )." 

Since the Duberstein decision, the 
Tax Court has not found any situa- 
tion where the widow has received 
death benefits which proceeded from 
a detached and disinterested gener- 
osity, out of affection, admiration, 
charity or like impulses. 

Deductibility by Employer 

The regulations provide that volun- 
tary payments of death benefits to the 
beneficiaries of an employee are de- 
ductible when paid if such amounts 
meet the requirements of Section 162 
(trade or business expenses) or Sec- 
tion 212 (expenses for production of 
income ).** 

In a case involving the 1939 Code, 
the Tax Court held that the continua- 
tion of a deceased employee’s salary, 
an amount equivalent to approxi- 
mately 31 months of the deceased 
employee’s salary, was deductible.” 

If the position of the Tax Court 
relating to taxability of such pay- 
ments to the widow is correct, would 
such payments be deductible by the 


* Estate of Mervin G. Pierpont, cited at 
footnote 74. 

™ Reg. Sec. 1.404(a)-12. 

* Fifth Avenue Coach Lines, Inc., CCH 
Dec. 23,477, 31 TC 1080; acq. to this issue 
1959-2 CB 4. 


® Paterson Vehicle Company, Dkt. No. 


88029; Press Printing Company, Dkt. No. 
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employer? Presently there are sev- 
eral cases pending before the Tax 
Court which relate to such deducti- 
bility.”® Possibly these decisions will 
shed some light on the subject. 


OTHER FRINGE BENEFITS 
Supper Money 


“Supper money,” which is paid to 
an employee who voluntarily works 
for his employer after regular busi- 
ness hours, is not income to the em- 
ployee if such payments are not 
charged to salary expense nor con- 
sidered as additional compensation. 
Such payments are considered as pay- 
ments for the convenience of the 
employer.*® 


Christmas Gifts 


The value of a turkey, ham or 
other item of merchandise of similar 
nominal value given to an employee 
at Christmas, as part of a general 
distribution to promote their good 
will, need not be treated as taxable 
income by the employee who receives 
it. However, gifts of cash, gift cer- 
tificates, and similar items of readily 
convertible cash value are to be in- 
cluded in the income of the employee. 
This last rule applies regardless of 
the amount involved." 


Courtesy Discounts 

Courtesy discounts on 
from the employer are not included in 
an employee’s income if they are of 
relatively small value, are offered to 
employees generally, and are non- 
compensatory because offered as a 
means of promoting the employee's 
health, goodwill, contentment, or ef- 
ficiency.*? 


purchases 


91696; and S. & A. Allen Construction Com- 
pany, Dkt. No. 88142. 

”O. D. 514, 2 CB 90. 

* Rev. Rul. 59-58, 1959-1 CB 17. 

* Your Federal Income Tax, Treasury Pub- 
lication No. 17, 1960, p. 32. 





Railroad Passes 

Personal transportation passes is- 
sued by a railroad company to its 
employees and their families do not 
constitute taxable income to the em- 
ployee, if such passes are not provided 
for in the contracts of employment.*® 

There are many other fringe bene- 
fits which probably would not consti- 
tute taxable income to the employee. 
Some examples of these are free 
parking space at his employer’s place 
of business, free recreational facili- 
ties, on-the-job training and payment 
by the employer of the cost of busi- 
ness forums and institutes. 


CONCLUSION 


There can be no doubt that the 
tax treatment of fringe benefits both 
from the employees’ and employers’ 
standpoint reflects a governmental 
disposition to encourage such form 
of private compensation, with the re- 
sult that this favored tax treatment, 
in many cases, can produce significant 
economic benefits at relatively minor 
costs. It remains for the tax advisor 
to keep both employer and employee 
aware of the real advantages avail- 
able through the judicious use of 
fringe benefits in over-all compensa- 
tion planning. [The End] 


Year-End Tax Planning 


By RICHARD J. SULLIVAN 


The author is a CPA and the tax 
manager of the Phoenix office 
of Alexander Grant & Company. 


OO OFTEN the preparer of a 

tax return will find that the tax- 
payer could have saved or deferred 
a substantial amount of taxes by 
arranging his affairs differently dur- 
ing the taxable year. Unfortunately, 
by the time the information neces- 
sary to complete the return has been 
received, it is frequently too late to 
do anything about it. A number of 
steps that might be taken prior to 
the year-end to minimize tax liability 
are discussed below. 


In General 

The basic motivation behind much 
of the planning that can be done for 
individual taxpayers is that our in- 
come tax rate structure is progressive 





" O.D. 946, 4 CB 110. 
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in nature. Higher incomes are accom- 
panied by higher rates. Taxpayers 
having one year of low income and 
another year of high income will pay 
more in taxes than if their taxable 
income were averaged over the two 
years. Thus it is usually desirable 
for individual taxpayers to spread 
taxable income as evenly in point of 
time as possible. Most taxpayers can 
control this, at least to some extent, 
by properly timing their year-end in- 
come and deductions. By accelerating 
or deferring income and/or deduc- 
tions, the desired results may often 
be obtained. 


Estates and trusts can benefit from 
proper timing of income and expenses, 
much in the same way as individuals. 
In addition, estates and trusts have 
a great deal of flexibility in the tax 
effects they create through timing of 
distributions to beneficiaries and ter- 
mination of their taxable status. 
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In the case of corporations, timing 
of income and deductions is not as 
critical, particularly where the tax- 
able income of the corporation is reg- 
ularly in excess of $25,000. However, 
where a corporation’s taxable income 
fluctuates below and above $25,000 
from year to year, proper timing of 
income and expenses can reduce taxes 
to some extent by making full use 
of the 30 per cent bracket. 


The question is then presented: 
How can a taxpayer bring about the 
desired results? 


Control of Income 

Perhaps the majority of taxpayers 
have no control whatsoever over the 
timing or the amount of income they 
receive. However, as to others, many 
situations affecting the receipt of in- 
come are overlooked. 

In taking advantage of these meth- 
ods, taxpayers must carefully avoid 
the doctrine of constructive receipt, 
which imputes the receipt of income 
to the person who has the unqualified 
right to demand or to take possession 
of it.* 

Most business or professional people 
can control their billing for merchan- 
dise sold and for services rendered. 
In the case of merchandise ordered 
but not yet delivered to customers, 
and where a specific delivery date is 
not requested, shipments can be held 
up or accelerated prior to the year- 
end, depending upon whether it is 
desired to increase or decrease gross 
income in the year involved. Gener- 
ally, title does not pass and no tax- 
able sale takes place until the goods 
are shipped. The taxability of mer- 
chandise sales is also deferred by 
shipping the merchandise on consign- 
ment or by making the sale subject 
to the buyers’ approval of the mer- 
chandise. No taxable event will take 


* Reg. Sec. 1.451-2. 
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place until the consigned goods are 
sold by the consignee or until a ship- 
ment on approval is accepted by the 
buyers.” 


Billing for services rendered offers 
great flexibility for cash-basis tax- 
payers. Control of billing (and sub- 
sequent receipt of cash) by taxpayers 
rendering such services can result in 
deferment or acceleration of income 
to the most favorable period. 


Control over billing is very impor- 
tant where services have been ren- 
dered on a particular matter over a 
period of 36 months or more by a 
cash-basis individual or partnership, 
and the compensation has not been 
received ratably over such period. If 
the taxpayers receive at least 80 per 
cent of the total compensation in- 
volved in one taxable year, Section 
1301 provides that the tax attributable 
to any part of the compensation shall 
not exceed the aggregate of the taxes 
attributable to such part, had such 
compensation been includible ratably 
over the period preceding receipt. One 
thing to avoid, however, is the re- 
ceipt of 80 per cent of the compen- 
sation in the first taxable year that 
the services are performed, since ob- 
viously the income cannot be spread 
back over earlier periods when no 
services were performed. Here is a 
situation where advance planning 
may bring about substantial tax sav- 
ings through income spreading. 


Turning to salaried individuals, 
there is little planning that most 
employees can do. Whether on a 
cash basis or accrual basis, employees 
usually cannot control the flow of 
their salary income. However, owners 
of closely held corporations have some 
free play where they report their in- 
come on the cash basis. Cash-basis 
taxpayers report income when it is 
actually or constructively received. It 
appears that taxpayers could arrange 


70. D. 13, 1 CB 66 (1919). 
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to have the corporations pay part of 
next year’s salary at the end of the 
current year. So long as the compen- 
sation is otherwise reasonable, this 
arrangement does not appear to be 
objectionable. Conversely, the tax 
effect of postponement of current 
year’s salary, other than additional 
payments not specifically authorized 
as yet, to the next year is not clear. 
It would appear that the doctrine 
of constructive receipt may prevent 
the desired tax effect. Timing of 
year-end bonuses may also be impor- 
tant to the taxpayers. Before taking 
action of this type, the tax planner 
should determine what effect it will 
have on the corporation. If the cor- 
poration is on the accrual basis, no 
problems are created ; the corporation 
will get the deduction in the year it 
incurs the liability, unaffected by any 
prepayment or postponement (pro- 
vided, of course, the so-called “75- 
day rule” is satisfied). If, however, 
the corporation is on the cash basis, 
the prepayment or postponement will 
also shift the deductions of the cor- 
porations. 


In close corporations the owners 
can also control the taxability of divi- 
dends to themselves. The directors 
can declare dividends payable either 
in the current year or the subsequent 
year, or they may not declare any 
dividends at all, depending upon the 
best tax effect for the owners. Inso- 
far as the corporation is concerned, 
there is no tax effect, unless it is 
deemed that the corporation is subject 
to the accumulated earnings tax. 


Taxpayers should also consider es- 
tablishing a pension or profit-sharing 
trust. In meeting the requirements 
for a “qualified” plan, not only can 
the corporations deduct their contri- 
butions, but there is no immediate tax 
upon the employees.* Other tax-saving 
and tax-deferral services include stock 


* Sec. 401-404. 
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option plans, employee death benefits, 
free insurance for employees, and 
other fringe benefit plans. Because of 
the vastness of this area and also the 
wealth of information available, these 
devices cannot be fully discussed 
here. However, because of the tre- 
mendous applications and advantages 
of qualified pension and profit-sharing 
plans, brief mention should be made. 


As stated above, under a qualified 
plan employers receive current de- 
ductions and the employee benefici- 
aries do not realize any taxable income 
until they actually receive any ben- 
efits from the trust. In addition, the 
income of the trust itself is not sub- 
ject to tax. The advantage to the em- 
ployees is that income can be deferred 
from years of high tax brackets, at 
the time they are working, to their 
retirement years when, presumably, 
they would be in lower brackets. 
Furthermore, it is possible to receive 
capital gains treatment for certain 
lump sum distributions paid within 


one taxable year on account of the 
employees’ retirement or death. Thus 
the tax benefits available are manifold. 


Looking now at interest income, 
there are available obligations which 
pay no interest but which are re- 


-deemable at fixed amounts that in- 


crease in value at stated intervals. 
Cash-basis taxpayers need not recog- 
nize income at the time of increase 
in the redemption price. However, if 
taxpayers so elect, each increase may 
be treated as income. If electing to 
accrue the income, the taxpayers must 
do so to all such obligations owned 
by them and to all such obligations 
acquired thereafter. In the first year 
of such an election, the increase in 
redemption price occurring since the 
date of acquisition is treated as in- 
come received in such taxable year.* 


One example of an obligation that 
can be given this treatment is United 


*Sec. 454. 
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States Series E bonds. If the increase 
in redemption price has not been 
taxed currently as income, the entire 
discount is taxable at maturity. In 
any year before maturity in which 
the taxpayers have abnormally low 
income, they can elect to report all of 
the income. A special provision allows 
taxpayers other than corporations and 
accrual-basis taxpayers to defer taxes 
on Series E bonds beyond the normal 
ten-year period. If the taxpayers re- 
tain their original investment in obli- 
gations of the United States, other 
than current income obligations, taxes 
on the increase in maturity values 
may further be deferred. In such cases, 
the entire increase must be recognized 
in the taxable year in which the obli- 
gation is finally returned or in the 
year of maturity, whichever is earlier.’ 
Thus, great flexibility is attainable in 
the area of securities purchased at a 
discount. 


Deferment of interest income is also 
possible where taxpayers own a ma- 
turing endowment insurance policy. 
Generally, the entire gain is taxable 
in full at ordinary rates in the year of 
maturity. If an election pursuant to 
the policy is made to receive an an- 
nuity rather than a lump-sum pay- 
ment, the gain otherwise reportable 
on maturity will be deferred and taxed 
over the annuity period.® In order to 
qualify for annuity treatment, the 
election to receive an annuity must 
be made within 60 days after the day 
on which the lump sum first became 
payable.’ The effect of this election 
is to defer the taxation of the entire 
gain in the year of maturity and 
spread its taxability over the annuity 
period. Such treatment is particularly 
beneficial when, in the year of matur- 
ity, the taxpayer is in a higher than 
usual tax bracket. 


*Sec. 454(c). 
* Sec. 72. 
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Control of Deductions 


There is, also, great flexibility in 
acceleration or deferral of deductions. 
Businessmen particularly have many 
opportunities in this area. One item 
subject to control is inventory. Valu- 
ation methods, of course, are a broad 
subject in themselves and will not be 
discussed at length here. Let it suffice 
to say that the valuation methods 
used may have significant effects on 
current and future years’ taxable in- 
come. 

Each year taxpayers should survey 
their physical inventory at year-end 
to determine which items, if any, 
should be written down in value due 
to obsolescence or damage and the 
items so treated disposed of as scrap, 
abandoned or at least offered for sale 
at the reduced value. 

Another method of controlling the 
timing of inventory losses concerns pur- 
chase commitments. Where taxpayers 


anticipate losses on purchase commit- 
ments, they should consider taking 


title to the goods before the year-end 
in order to establish a loss through 
inventory write-downs. Where that 
is not feasible, or where the inven- 
tories are valued at cost, it may be 
possible to negotiate a cancellation of 
the contract. Any payment made by 
the buyer is deductible as an ordinary 
and necessary business expense. Even 
if the commitment involves the pur- 
chase of capital assets such as ma- 
chinery and equipment, cancellation 
payments are fully deductible. 


Deductions for other expenses may 
also be controlled to an extent. Office 
and maintenance supplies, small tools, 
advertising materials and similar items 
which need not be inventoried may 
be purchased and deducted, or pur- 
chases deferred, whichever is appro- 
priate. Research or repair programs 
may be timed to accommodate the tax 


"Sec. 72(h). 





needs of the business. In that con- 
nection taxpayers should be aware of 
the election to capitalize research ex- 
penses and to amortize them over a 
period of not less than five years. 
The election can be made for each 
distinct project. Therefore, it may 
behoove taxpayers who have not 
elected to expense this type of expen- 
diture to keep separate cost accumu- 
lations for each research project 
instituted and make separate elections 
as to each one.* Taxpayers who con- 
sistently deduct one-half year’s de- 
preciation assets either to increase or 
decrease the current year’s deprecia- 
tion deduction provided the effect is 
not to distort income. Accelerated 
methods of depreciation are permitted 
under Section 167(b), and further ac- 
celeration can be obtained by the use 
of the 20 per cent first-year deduction 
provided for in Section 179. 


There is also leeway in timing de- 
ductions for taxes and other carrying 
charges on real property and other 
fixed assets, improved or unimproved. 


Such charges can either be deducted 
currently or capitalized and, there- 
after, be depreciated. Generally, once 
an election is made to capitalize a 
given charge with respect to a par- 
ticular project, charges of the same 
type for the same project must be 
capitalized in later years for the en- 
tire period to which the election is 
applicable. An exception is made in 
the case of unimproved and unpro- 
ductive real property. With such 
property an election to capitalize an- 
nual taxes, mortgage interest and 
other carrying charges can be made 
for any given year, without regard to 
the manner in which the same type of 
item regarding the same property was 
treated in prior years.® The decision 
as to this election will depend on 
whether the taxpayer is in a high 
or low bracket in the year in question. 

*Sec. 174. 
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Cash-basis taxpayers may be able 
to receive a double deduction in the 
current year for various state and 
local taxes, which are deductible in 
the year of payment. It is possible in 
some states to file state income tax 
returns on the last day of the taxable 
year and pay the tax. Likewise, it 
may be possible to accelerate or delay 
payment of local property taxes in 
order to get the deduction in the most 
desirable year. Where taxpayers have 
been contesting state or local tax 
levies, it may be desirable to settle 
the deficiencies by agreeing to a 
settlement, thus obtaining the deduc- 
tion for federal tax purposes in the 
current year. Even for taxpayers on 
the accrual basis, contested liabilities 
are not accruable until settlement. 

It may be desirable to reduce un- 
employment taxes for the next year 
by making a voluntary contribution 
to the state unemployment fund in 
order to keep a merit rating advantage 
and avoid an increase in the rate. 
The voluntary contributions are de- 
ductible in the year made. 

Cash-basis taxpayers may also find 
it advantageous to prepay interest 
and take a current deduction. The 
interest payments are deductible when 
paid. 

Contributions to charitable organi- 
zations in the proper year certainly 
accomplish the maximization of tax 
benefit. The use of private founda- 
tions in this regard is especially bene- 
ficial. A computed amount may be 
given to the foundation while reserv- 
ing the decision as to ultimate bene- 
ficiary until some later date. In this 
way, corporate and, in particular, in- 
dividual taxpayers can defer decisions 
concerning the total amount to be 
given until year-end review establishes 
a limit for deduction or tax benefit. 
Current démands for contributions can 
be satisfied with funds contributed in 
prior years. 


*°Sec. 266 and Reg. Sec. 1.266. 
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The type of property to be contri- 
buted may be defined more intelligently 
when all the financial facts are in. 
Highly appreciated property and re- 
mainder interests are popular gift media 
to maximize deductions while preserv- 
ing a cash position. The classic op- 
portunity for after-tax profit, by giving 
rather than selling highly appreciated 
property, should by this time be clear 
to any knowledgeable planner. Not so 
widely understood or utilized, how- 
ever, are the opportunities available 
with gifts of remainder interests in 
property. The taxpayer may give a 
work of art to a school, reserving pos- 
session for his lifetime, with an im- 
mediate deduction for the actuarial 
present value of the interest given. 
For an older, high-bracket taxpayer 
the benefit thus derived may generate 
sufficient tax saving to pay a substan- 
tial part of the purchase price. A 
cloud now hangs over the so-called 
Pomona Plan trusts,’® which involves 
the gift of appreciated property to a 
trust, income to the grantor for a 
term, remainder to the educational 
institution. The practice has been for 
the trust to sell the property received 
with no tax to the grantor or trust” 
and invest the proceeds in tax-exempt 
securities so that the life-income ben- 
eficiary receives no taxable income. 
This writer believes the Commis- 
sioner’s position (that gain on the 
sale by the trust is taxed to the 
grantor) to be untenable, even though 
it were understood that the trust 
would immediately convert the corpus 
to tax-exempt securities. Until the 
issue is joined in the courts, however, 
it would behoove the planner using 
such trusts to defer any disposition 
of assets for some period of time, par- 
ticularly if the assets are to be con- 
verted into tax-exempt securities. 


® Rey. Rul, 60-370, 1960-49 IRB 15. 
™ Sec. 642(c). 
2 Sec. 165(c) (3). 
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Individual taxpayers who are in 
high tax brackets should consider the 
potential tax dollar savings available 
through being self-insured for certain 
nonbusiness risks. Instead of pur- 
chasing insurance against risk of fire 
and theft, it may be better to be a 
self-insurer, because of the potential 
tax saving resulting from the de- 
ductibility of the casualty loss as 
compared to the high cost of the non- 
deductible insurance premiums.” 


Individual taxpayers should be wary 
when making payment of medical ex- 
penses. Since only those medical ex- 
penses which exceed a portion of 
adjusted gross income are deductible, 
timing of payment for medical ex- 
penses can be important. It may also 
be advantageous to defer realization 
of capital gains, since those gains 
would increase adjusted gross income 
and, therefore, decrease the medical 
expense deduction. It is also advis- 
able, where possible, to pay all medi- 
cal expenses in alternating years. By 
so doing, it may be possible to deduct 
two years of expenses in one year, 
subject to only one exclusion based 
on gross income rather than two. 
Limitations on the amounts deductible, 
of course, should be observed."* This 
arrangement for paying medical ex- 
penses, however, is not available to 
most taxpayers. Care should also be 
exercised to avoid making prepay- 
ments for medical services not yet 
incurred by the taxpayer. 


Individual taxpayers may find it ad- 
vantageous to concentrate deductible 
personal expenditures, to the extent 
possible, in the years they itemized 


deductions. The standard deduction 
of 10 per cent of adjusted gross in- 
come or $1,000, whichever is less,'* 
can then be used in the intervening 
years when actual deductions are small. 


8 Sec, 213, ate, 
% Sec. 141. 





Capital Gains and Losses 

While capital gains enjoy a shel- 
tered tax position, the special rules 
involving such gains and losses, to- 
gether with the special treatment 
giving sales and exchanges of busi- 
ness property (Section 1231 assets), 
offer further opportunity for year-end 
tax saving. The key to maximum uti- 
lization of the favorable rules is the 
proper timing of gains and losses. Of 
course, the invéstment approach of 
the taxpayer must be given primary 
consideration. But because of the 
potential tax savings that may be 
realized, tax considerations also loom 
large. Generally, stocks should be 
held for more than six months before 
their sale in order to receive the 
favorable long-term capital gain rate. 
If losses exceed gains, however, the 
holding period is immaterial. 


If the taxpayer has realized a net 
short-term gain during the year, the 
gain will be taxed, in its entirety, at 
ordinary rates. Therefore, the tax- 
payer should consider realizing losses 
up to the full amount of the gains. 
Individual taxpayers also should con- 
sider taking an extra $1,000 of losses 
to offset against ordinary income. 
The long-term losses should be taken 
first since, if in the next year there 
are long-term gains, any long-term 
losses would first be applied against 
those gains and the favorable treat- 
ment regarding long-term gains would 
be nullified. 


If the taxpayer has long-term gains 
for the year, losses up to 100 per cent 


of the gain may be taken. Again, in 
the case of individual taxpayers, con- 
sideration should be given to taking 
the extra $1,000. However, if a net 
short-term gain in the next year is 
expected, the taxpayer should con- 
sider taking the losses next year to 
offset the fully taxable gains. The 


* Sec. 1091. 
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current long-term gain would still be 
favorably taxed. 


If the taxpayer has short-term or 
long-term losses for the year, gains 
can be taken up to the amount of the 
loss. Individual taxpayers should 
consider retaining $1,000 of the loss 
to offset ordinary income in the cur- 
rent year. Short-term gains should 
first be used to make up the losses. 
If a taxpayer has an unused capital 
loss carry-forward which is too large 
to be utilized at the rate of $1,000 a 
year for five years, he should, of 
course, attempt to realize capital gains. 


Where a taxpayer has neither capi- 
tal gain or loss but can take either, he 
should consider establishing a long- 
term gain, or, in the case of individ- 
uals, establishing a loss. Whenever, 
losses are established through sale of 
stock or securities, the taxpayer should 
avoid the 30-day “wash sale” pro- 
vision. Under that section if the 
taxpayer repurchases _ substantially 
identical stock or securities, no de- 
duction is allowed for the loss sus- 
tained from the previous sale. In 
considering current year absorption 
of net capital losses, it should be re- 
called that, under Section 453(d), 
many actions which will accelerate 
the unreported installment gains of 
prior years may be taken to secure 
full utilization of the loss position. 


In the case of married individuals, 
there may be good reason to file sepa- 
rate returns. Where each spouse has 
capital losses of $1,000, they may each 
deduct $1,000, for a total of $2,000, if 
they file separate returns. In com- 
munity property states the $2,000 de- 
duction is also obtainable where separate 
returns are filed, regardless of which 
spouse sustained the loss.*® 


A taxpayer who owns several stock 
certificates of the same company 
should be careful to identify the stock 


* Sec. 1211(b). 
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sold, particularly if the stock was ac- 
quired at different times and for dif- 
ferent prices. If the stock is held by 
a broker, specific written instructions 
should be given.’’ This is important 
for determination of the length of the 
holding period and for the deter- 
mination of the basis to be used in 
determining gain or loss. Unless 
specifically identified, the first-in, 
first-out rule will be applied. 


Section 1231 Gains and Losses 


In the planning of year-end gain or 
loss positions it must be remembered 
that while net Section 1231 gain is 
capital in nature, net losses on de- 
preciable assets, business realty, etc. 
are ordinary rather than capital loss, 
and such gains should be deferred 
into subsequent periods to preserve 
a current net loss position involving 
Section 1231 assets. Rev. Rul. 61-119 ** 
proposes to treat certain sales of Sec- 
tion 1231 assets as nontaxable Section 
1031 exchanges. This ruling raises 
substantial doubts about the practice 
of effecting sales and simultaneous 
purchases in lieu of a trade-in which 
has been used in order to create Sec- 
tion 1231 gains and larger deprecia- 
tion allowances on the newly acquired 
property. It will be interesting to 
see Rev. Rul. 61-119 tested in the 
courts. 


Involuntary conversions of property 
also provide an area for tax planning. 
It is possible to recognize gain on 
the involuntary conversion of depre- 
ciable business property where the 
entire insurance proceeds have been 
used to acquire similar property. Tak- 
ing into consideration the favorable 
capital gains treatment, the stepped- 
up basis for depreciation purposes 
may be advantageous. If so, the tax- 
payer should elect to have the gain 
recognized. Some of the circumstances 


* Rev. Rul. 61-97, 1961-21 IRB 20. 
*Rev. Rul. 61-119, 1961-26 IRB 8. 
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that favor a stepped-up basis for the 
replacement asset would be its rela- 
tively short life, possibility of ac- 
celerated depreciation, and favorable 
earnings prospects. 


Since taxpayers may employ a dif- 
ferent method of accounting for each 
separate trade or business,’® prudence 
would dictate that we investigate the 
possibilities thus afforded. While 
there are no cases directly in point, 
it would seem reasonable that the 
“separate” trade or business tests 
found in the cases, rulings and regu- 
lations under Section 346 apply. If 
this be true, identical businesses con- 
ducted in separate states by the same 
taxpayer might employ different 
methods of accounting to provide 
year-end planning opportunities. By 
the same token, an accrual basis 
manufacturing corporation might em- 
bark on a separate and unrelated 
business, oil exploration or farming, 
for example, to obtain the benefit of 
more flexible accounting rules to de- 
fer tax payments on manufacturing 
income. The cash basis naturally af- 
fords a great deal of flexibility in that 
income and deductions are more sus- 
ceptible of effective control. Unfor- 
tunately many cash basis businesses 
tend to keep much poorer records 
than their accrual brethren and waste 
this element of control by weaknesses 
in record keeping, which prevent ac- 
curate determinations on an interim 
basis. 


Related businesses controlled by 
the taxpayer should be examined to 
determine that a multicorporate or 
other multi-organization complex is 
observing the niceties of separation. 
The multi-organization taxpayer should 
be advised at that time of his ex- 
posure to allocation of income under 
Section 482 or loss of surtax exemp- 
tions under Section 1551. 


® Reg. Sec. 1.446-1(d). 





Taxable Status 


Although wedding dates are usually 
dictated by the heart rather than by 
the tax collector, a single individual 
contemplating marriage may take 
advantage of the lower rates on a 
joint return by setting the date prior 
to January 1. In the event that the 
date cannot be advanced before 
January 1, the taxpayer should con- 
sider shifting income into the next 
year and deductions into the current 
year. 


A relatively new concept to be ex- 
amined in the context of year-end 
planning is that of the Subchapter S 
corporation. 


Subchapter S corporations undoubt- 
edly require distributions in the tax- 
able year to prevent locking-in of 
earnings in case of a termination of 
the election prior to the end of the 
next succeeding taxable year. Exist- 
ing rules make it extremely difficult 
to provide for distribution of the last 
dollar, but no excuse exists for avoid- 
ing the distribution of substantially 
all of such earnings. 


These corporations require great 
care in special year-end situations, for 
example: 


(1) A corporation with an ordinary 
loss from operations, which is less 
than the aggregate of its net capital 
gain and Section 1231 gain, generates 
capital gain to the shareholders only 
to the extent of “taxable income.” *° 
The shareholders do not report a net 
operating loss and a capital gain as 
would be the case with a partnership. 
Under these circumstances one dollar 
of ordinary loss offsets only one dol- 
lar of capital gain. 

(2) The situation where a Sub- 
chapter S corporation has ordinary 
income and net capital loss also cre- 


ates a number of problems. The net 
capital loss does not serve to reduce 
“undistributed taxable income” for 
purposes of reducing the amount of 
income attributed to shareholders, 
but does reduce pre-Subchapter S 
“accumulated earnings and profits,” 
so that in some situations the capital 
loss may not only be available for use in 
future years but may also provide 
the opportunity for a tax-free, pros- 
pective distribution of unrecognized 
and unrealized gains.*? 


Individual shareholders of fiscal 
year Subchapter S corporations should 
also avail themselves of the income 
leveling possibilities afforded by 
making cash distributions from the 
corporation in a taxable year of the 
shareholders which precedes the year 
in which the corporate year ends. In 
this way the effect of a high corpo- 
rate income year on the shareholders 
may be ameliorated to some extent. 


The year-end review must also take 
into account the possibility of effect- 
ing a termination of the election if 
conditions warrant this action. Ina 
close situation, the shareholders may 
defer a disqualification decision by 
making a stock transfer to a new 
shareholder on the last day of the 
taxable year. The transfer will, of 
course, be subject to Service exami- 
nation of its bona fides. In such a 
case the new consent need not be filed 
until 30 days after the close of the 
taxable year.** The year-end gift of 
Subchapter S stock to family mem- 
bers who elect also accomplishes a 
splitting of income among the family, 
inasmuch as Section 1373(b) taxes 
the income to shareholders as of the 
last day of the year. Section 1347 
(c)(1) of course provides for a daily 
proration of loss which limits the 
year-end possibilities from this source. 





* Sec. 1374(c)(1) and Sec. 1375(a). 
* South Texas Lumber Company 48-1 ustc 
5922, 333 U. S. 496 (S. Ct.). 
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Year-endmanship may also be prac- 
ticed for purposes of effecting an 
election under Section 1372(a). A 
corporation which qualifies under 
Regulations 1.442-1(c)(2) may change 
its fiscal year without permission in 
order to accelerate the time for mak- 
ing such an election. 


Net Operating Losses 

If a corporation has a long-term 
capital gain and an ordinary loss posi- 
tion, full advantage of the ordinary 
loss may be dissipated unless action 
is taken to offset or defer the capital 
gain. In the case of noncorporate 
taxpayers the problem is usually less 
severe, as the ordinary loss offsets at 
least twice as much capital gain. 

In the case of net operating losses 
of individuals, sufficient itemized de- 
ductions should be incurred to offset 
nonbusiness income and thereby pre- 
serve the business loss for carry-back. 

Partnerships with net operating 
losses pose a real year-end challenge. 
A partner must take his distributive 
share of partnership gain or loss into 
his personal return for his taxable 
year within which the partnership 
taxable year ended. A partner is en- 
titled to a deduction for his distribu- 
tive share of the partnership loss. 
However, such deduction is limited 
to the extent of the adjusted basis of 
the partner’s interest in the partner- 
ship at the end of the partnership 
year in which the loss occurs. Any 
loss in excess of the adjusted basis is 
allowed as deduction at the end of 
the partnership year in which the 
excess is repaid to the partnership. 
A partner whose loss exceeds his in- 
vestment can, therefore, control the 
year in which he takes the deduction. 
If the partner can make maximum 
use of the deduction in the current 
year, he should repay the excess in 
the current year. If, however, the 
partner foresees only minimal benefit 


* Sec. 6654(e) (2). 
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resulting from a partnership loss in 
the current year, he may limit the 
amount of loss includible in the cur- 
rent year by withdrawing sufficient 
property from the partnership to re- 
duce the basis of his interest (within 
the meaning of Section 704(d)) to a 
computed amount less than his dis- 
tributive share of the loss. The por- 
tion of the loss not deductible in the 
year in which Section 704(d) pro- 
duces a disallowance would be allow- 
able in the taxable year of the partner 
in which the partnership year ends 
and in which the repayment was made. 


Estimation of Tax 


Since withheld taxes are deemed 
paid pro-rata throughout the taxable 
year,*® eleventh-hour withholding of 
tax on wages, even if in excess of that 
required to be withheld, may serve 
to avoid the addition imposed by 
Section 6654 for underestimation by 
individuals. 


Estate Planning 
for the Living 


The year-end general tax review 
presents the planner with opportuni- 
ties for the initiation or revision of 
estate planning for the taxpayer. In 
many respects the accountant is in a 
much better position to accomplish 
this mechanical task than the other 
members of the estate-planning team. 
He should remind the taxpayer that 
the birth of children or grandchildren, 
the death of family members or 
changes in the composition of the 
gross estate may require adjustments 
to the existing estate plan. 

The planner should discuss, in 
particular, the taxpayer’s gift program. 
The annual $3,000 (or $6,000 in the 
case of gifts by a married couple) 
exclusions which may still be avail- 
able at year-end should not be over- 
looked. 








Trusts and Estates 


Much of what has been discussed 
above, particularly that which per- 
tains to individuals, applies equally 
to income tax planning for trusts and 
estates. There are other techniques 
which are peculiarily applicable to 
estates. 

Initially, the planner has the right 
to choose any fiscal year. The in- 
come of the first taxable year need 
not be annualized regardless of whether 
it is less than a full 12 months. Also, 
the full exemption of $600 in the case 
of estates may be claimed.** In selecting 
a taxable year, the tax advisor should 
consider the effect of various years 
on the beneficiaries as well as on the 
estate or trust, since the amount 
taxable to the beneficiaries is based 
upon the income of the estate or trust 
for the taxable year ending within 
the taxable year of the beneficiaries. 


During the existence of the estate 
(or trust) an attempt should be made 


to equalize the income between the 
estate and the beneficiaries in order to 
obtain maximum benefit from the 
separate taxable entities. Where the 
tax brackets of the beneficiaries are 
higher than that of the estate, income 
should be accumulated as long as 
possible. If the tax brackets of the 
beneficiaries are less than that of the 
estate, an equalizing distribution can 
be considered. It must be remem- 
bered that in every year the relative 
income positions of the estate and the 
beneficiaries may be different. The 
determination as to what distribu- 
tions, if any, should be made must 
be reviewed each year near the end of 
the estate’s taxable period. In the 
case of trusts, the throwback rule 
should be considered.** It should be 
noted that amounts up to $2,000 can 
be withheld in one year and paid in 
the following year, taking advantage 
of the throwback exemption and hav- 


* Sec. 443 and Reg. Sec. 1.443. 
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ing the amounts taxed to the trust in 
the year in which the distribution 
is withheld. 


Election to make payment of lega- 
cies in property, rather than cash, can 
have important tax consequences. 
Satisfaction of a general or pecuniary 
legacy by payment in kind can result 
in gain or loss to the estate. If a 
gain is realized by the estate, the 
legatee then obtains a stepped-up 
basis. Depending upon the nature of 
the property, the legatee’s tax bracket, 
and his plan for disposal or use of 
the property, such a result may be 
desirable. In some cases distribution 
of the residuary estate in property 
may not be desirable, particularly 
where property has declined in value. 
For example, if the estate assets in- 
clude a personal residence which has 
declined in value, loss from the sale 
of the residence would be deductible 
by the estate. However, if sold by 
an heir who occupied it, the loss 
would be personal and nondeductible. 
Therefore, in many instances it may 
be more desirable for the estate to 
sell the property and make a cash dis- 
tribution. The tax situations of both 
the estate and the beneficiaries should 
be considered in planning the estate 
distribution. 


Choice of a termination date can be 
extremely important, particularly where 
the estate is on a fiscal year. It may 
not be desirable for the termination 
date to result in more than 12 months 
of income being taxed to the bene- 
ficiary. Termination at a point in a 
fiscal year which commenced in the 
prior calendar year may cause more 
than 12 months’ income to be bunched 
in one year. Consequently, under 
normal circumstances, where a fiscal 
year is used, the termination date 
should fall within the same calendar 
year as that in which the fiscal year 
commenced. 


*® Sec. 665-668. 
TAXES—The Tax Magazine 





In Retrospect 


Regardless of the nature of the en- 
tity taxed and the method of account- 
ing employed, much planning can 
and should be done prior to the year- 
end. The possibilities for the demon- 
stration of imagination and mastery of 


the complexities of taxation are never 
more necessary than at this time. 
Although not always possible for a 
variety of practical reasons, every ef- 
fort should be made to accomplish 
constructive tax planning before pos- 
sible benefits to be gained in the cur- 
rent year are foreclosed. [The End] 


The Importance of Canadian 
Taxes to U.S. Accountants 


By CHARLES B. MITCHELL 


The author is a Chartered Accountant 
and the tax manager 

of the Toronto office of Alexander 
Grant, Gunn, Roberts & Company. 


HIS PAPER will consider some 

of the features of Canadian tax 
law which may be of special interest 
to United States accountants in their 
relations with clients who have capi- 
tal invested in Canada or who do 
business in Canada, either directly 
through a branch operation or in- 
directly through the medium of a 
Canadian subsidiary corporation. Since 
the subject area is extremely broad, 
it may be advisable to start by out- 
lining the ground which will be covered. 
The first area to be considered in- 
cludes some of the provisions of 
Canadian income tax laws which United 
States accountants may be expected 
to know in dealing with United States 
corporations doing business in Canada 
through Canadian branch corporations. 
In many cases, these corporations will 
not be represented by Canadian ac- 
countants, and the United States ac- 
countant may therefore be called upon 
frequently for advice on problems re- 


Canadian Taxes 


lating to procedural and compliance 
matters. After dealing briefly with 
liability for income tax, determination 
of income subject to tax and similar 
fundamentals, some time will be de- 
voted to procedural and compliance 
matters such as payment of tax, filing 
of returns, assessments and appeals. 

Secondly, some of the provisions 
of Canadian income tax laws which 
should be observed by United States 
accountants in servicing United States 
corporations which carry on business 
in Canada through the medium of one 
or more Canadian subsidiary corpo- 
rations will be considered. Remarks 
in this area will be confined simply to 
those provisions of the Canada In- 
come Tax Act which relate to cor- 
porate distributions and to non-arm’s 
length transactions. 


It should be emphasized that it is 
not within the scope of this paper to 
discuss in detail the various provi- 
sions of the Canada Tax Act men- 
tioned. The primary objective is to 
illustrate some of the more common 
problems which may arise when a 
nonresident invests or does business 
in Canada. 
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UNITED STATES CORPORATIONS 
CARRYING ON BUSINESS IN 
CANADA THROUGH BRANCH 

OPERATIONS 


Liability for Canada Income Tax 


Section 2 of the Canada Income 
Tax Act provides that persons (in- 
cluding corporations) who were resi- 
dent in Canada at any time in the 
taxation year shall be taxed on their 
entire income in accordance with the 
provisions of Part I of the act, and 
that nonresidents shall (regardless of 
citizenship, domicile or place of incor- 
poration) be subject to tax under 
Part I of the act only if they were 
employed in Canada or carried on 
business in Canada at any time in the 
year, and then only in respect of their 
income from such employment of 
business in Canada. If the nonresi- 
dent also derived Canada source in- 
come from dividends, interest, an 
estate or trust, rents, royalties, ali- 
mony or patronage dividends, such 
income would also be subject to the 


Canada income tax, but only at the 
flat rates of nonresident withholding 
tax payable under Part III of the act. 


For purposes of the Canada Income 
Tax Act, a corporation incorporated 
in Canada is deemed by Section 139 
(4a) to be resident in Canada for any 
taxation year in which it carried on 
business in Canada. This provision 
does not apply to corporations incor- 
porated outside Canada, and the ques- 
tion of residence in such cases is to 
be determined simply by reference to 
the common law rules. The general 
rule evolved by the courts is that a 
corporation resides in the place where 
central control and management of its 
affairs is located which, generally 
speaking, is the place in which the 
directors reside and in which they 
hold their directors’ meetings. If, 
however, the directors are simply 
“men of straw” and the actual control 
is located in some jurisdiction other 
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than that in which the directors hold 
their meetings, the company would 
probably be considered to be resident 
in the place where such control is 
located. 


The provisions of the Canada- 
United States Reciprocal Tax Con- 
vention override the provisions of the 
Canada Income Tax Act to the extent 
of any conflict between the two. 
Thus, the provisions of Section 2 of 
the act are modified by Article I of 
the convention, at least for the pur- 
pose of determining the liability of 
a United States enterprise for Canada 
income tax in respect of any indus- 
trial and commercial profits earned 
by it from carrying on business in 
Canada. Article I provides in effect 
that such profits shall not be subject 
to tax under the Canada Income Tax 
Act except to the extent of such por- 
tion as is allocable to a permanent 
establishment of the corporation in 
Canada. Accordingly, if a United 
States corporation does not have a 
permanent establishment in Canada, 
as defined in the convention, it will 
not be subject to Canada income tax 
on any industrial and commercial 
profits, even though under the provi- 
sions of the Income Tax Act it may 
be considered to have been carrying 
on business in Canada. 


Determination of Taxable Income 
Subject to Canada Income Tax 


In determining the taxable income 
of a United States corporation for 
Canada income tax purposes, the pro- 
visions of both the Income Tax Act 
(Canada) and the tax convention are 
to be observed. Thus, the allocation 
rules to be applied in determining the 
industrial and commercial profits that 
are to be attributed to a permanent 
establishment in Canada are as de- 
fined in Article III of the tax con- 
vention. However, subject to such 
allocation rules, the provisions of the 
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Income Tax Act are to be applied in 
computing income and taxable in- 
come earned in Canada. 


In accordance with Article III of 
the convention, the industrial and 
commercial profit that is to be at- 
tributed to a permanent establish- 
ment in Canada is the amount which 
the establishment might be expected 
to derive if it were an independent 
enterprise engaged in the same or 
similar activities under the same or 
similar conditions. Where separate 
accounts are maintained for that es- 
tablishment, and those accounts have 
been maintained on a fair and reason- 
able basis, the profit attributable to 
that establishment is to be determined 
in accordance with such accounts, 
subject of course to a deduction of 
such portion of executive and gen- 
eral administrative expenses as may 
reasonably be allocable to the Cana- 
dian establishment. Where branch 
accounts have not been maintained, a 
separate accounting should be prepared. 


It would appear that no difficulty 
should be encountered with the taxa- 
tion division regarding the determi- 
nation of the industrial and commercial 
profit that is to be attributed to a 
permanent establishment in Canada, 
provided that the method adopted is 
reasonable in the circumstances. In 
most cases, a separate accounting pre- 
pared on the following basis should 
prove to be acceptable. 


(a) The gross amount of only those 
sales which are attributable to the 
corporation’s permanent establish- 
ment in Canada should be included in 
gross revenue. It is to be observed 
in this connection that a United States 
corporation which has a permanent 
establishment in Canada may, in some 
circumstances, make sales to Canadian 
residents which are not attributable 
to its permanent establishment in 
Canada. For example, a United States 
corporation with a permanent estab- 
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lishment in eastern Canada may sell 
merchandise to residents of western 
Canada through a United States 
branch. If the contract of sale was 
completed in the United States through 
a salesman resident in the United 
States, and the merchandise was shipped 
directly to the Canadian customer 
from the United States, it is unlikely 
that the sale would be attributable to 
the corporation’s permanent estab- 
lishment in Canada. The gross reve- 
nue from such sales should not be 
included in the separate accounting 
for the Canadian establishment. 

(b) The total cost of all sales, ex- 
cluding costs such as customs duty, 
sales tax and freight on finished 
products, which are directly attribut- 
able to operations in a particular 
country, may be allocated on the basis 
of gross sales in each country. The 
cost of sales attributable to the Cana- 
dian permanent establishment would 
then consist of the portion of the total 
cost of sales allocated to that estab- 
lishment in the above-mentioned 
manner plus any direct costs. Alter- 
natively, where the goods were manu- 
factured by the company in the United 
States, there may be some merit in 
contending that the gross profit is 
attributable in part to manufacturing 
operations and in part to selling ac- 
tivities, and that only the portion at- 
tributable to the selling activities 
should be subject to tax in Canada. 
It may be argued in this event that 
the cost of goods to the Canadian 
permanent establishment should be 
the price that would be payable if 
that establishment were an indepen- 
dent enterprise engaged in the same 
or similar activities under the same 
or similar conditions. Problems may, 
of course, be encountered in attempt- 
ing to justify that independent price. 

(c) All expenses directly attribut- 
able to the Canadian establishment, 
such as warehousing, salesmen’s sala- 
ries and commissions and branch 
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office expenses may be deducted in 
computing the profit attributable to 
that establishment. In addition, a 
reasonable portion of the executive 
and general administrative expenses 
may be deducted in appropriate cir- 
cumstances. The deduction may, in 
appropriate circumstances, be deter- 
mined by allocating such expenses in 
proportion to gross sales in each 
country. It will be appreciated that 
a deduction for expenses determined 
on such a basis would be resisted in 
cases in which the cost of sales to the 
Canadian establishment is determined 
on the basis of the price that would 
be payable by an independent enter- 
prise engaged in the same or similar 
activities in the same or similar con- 
ditions. In this event, it may be pos- 
sible to justify some deduction if the 
Canadian establishment is dependent 
upon the United States office for man- 
agement and direction. 

It is not proposed here to attempt 
to consider the various provisions of 
the Canada Income Tax Act relating 
to the determination of income and 
of taxable income earned in Canada. 
It should be observed, however, that 
the taxation division has apparently 
adopted a practical rather than a 
strict legal approach in considering 
the deductibility of the various amounts 
that have been included in the total 
cost of sales and in the total execu- 
tive and general administrative ex- 
penses which are allocated on the 
basis of gross sales. For example, the 
regulations under the Income Tax 
Act provide that no capital cost al- 
lowance (that is, depreciation) may 
be claimed by a nonresident in re- 
spect of property that is situated out- 
side Canada. Nevertheless, it is 
understood that the taxation division 
will not normally disallow any depre- 
ciation included for purposes of allo- 
cation in the total cost of sales or in 
executive and general administrative 
expenses, provided that the amount 
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claimed is reasonable in the circum- 
stances. Any claim for depreciation 
in respect of property situated in 
Canada would, however, be subject 
to the provisions of the act and the 
regulations. 


Provincial Income Taxes 


In considering the impact of Cana- 
dian income taxes upon the profits 
earned by a United States corpora- 
tion in Canada, it should be made 
clear that the federal government 
does not possess the exclusive right 
to levy income taxes, and that each 
of the provincial governments has 
power to impose income taxes upon 
individuals, or corporations, or both. 


At the present time, only the prov- 
inces of Ontario and Quebec levy 
corporate income taxes, each of the 
other provinces having agreed to re- 
frain from imposing income taxes 
during the term of the Federal-Prov- 
incial Tax Rental Agreements pres- 
ently in force. However, each of the 
tax rental agreements, with respect to 
corporate income taxes, expires on 
December 31, 1961, and the federal 
government has indicated that it is 
not prepared to enter into any new 
tax rental agreements with the prov- 
inces. Each of the provinces will ac- 
cordingly be obliged to levy such 
personal and corporate income taxes 
for 1962 and subsequent years as they 
may require to meet their fiscal needs. 
The federal government has indicated, 
however, that it is prepared to enter 
into tax collection agreements with 
any province which undertakes to im- 
pose income tax on a base which at 
all times is identical to the base upon 
which Canada income tax is levied. 


Subsequent to the federal-provincial 
discussions, the Province of Ontario 
passed an act levying income tax on 
individuals which, it is expected, will 
be collected for it by the federal 
government. Apart from this there 
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has been no indication as to what 
each of the provinces proposes to do. 
It would appear safe to assume, how- 
ever, that the amount of income tax 
levied by each province will not be 
less than the tax credit that will be 
allowable against federal tax for 1962 
and subsequent years, that is, 10 per 
cent of the taxable income earned in 
the Province of Quebec and 9 per 
cent of the taxable income earned 
in any of the other provinces. It 
would also appear reasonably safe 
to assume that a number of the 
provinces will enter into tax col- 
lection agreements with the federal 
government, thereby saving taxpayers 
the trouble of filing income tax re- 
turns with each of those provinces, 
and also saving the provinces the 
trouble and expense of collecting the 
taxes themselves. 


It is to be observed in this connec- 
tion that the Canada-United States 
Reciprocal Tax Convention does not 
include the provinces within its terms, 
and the liability of a United States 
corporation for provincial income tax 
is therefore to be determined simply 
by reference to the provincial taxing 
statute. However, the Province of 
Ontario has in effect recognized the 
terms of the convention in The Cor- 
porations Tax Act (Ontario). Fur- 
thermore, since a corporation is not 
subject to profits tax under the Cor- 
poration Tax Act (Quebec) unless it 
has a permanent establishment in that 
province, the provisions of the Quebec 
act are substantially similar to the 
terms: of the convention in this re- 
spect. However, where a corporation 
has a permanent establishment in 
Quebec, the rules to be applied for 
provincial purposes in determining 
the profit attributable to the estab- 
lishment in Quebec differ substan- 
tially from those contained in the 
convention. 


The rates of income tax payable by 
a corporation under Part I of the In- 
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come Tax Act are 21 per cent of its 
taxable income not in excess of $35,000 
and 50 per cent of any taxable income 
in excess of $35,000. This is subject 
to the proviso that where two or more 
corporations are associated within the 
meaning of Section 39 of the Income 
Tax Act, the low corporate rate of 
tax on the first $35,000 of taxable 
income may be claimed by only one 
of the associated corporations or, al- 
ternatively, the $35,000 may be prorated 
among the associated corporations as 
the corporations may agree. 


The provincial tax credits allow- 
able for the 1961 taxation year are 
9 per cent of the taxable income that 
is deemed to have been earned in the 
Province of Ontario and 10 per cent 
of the taxable income that is deemed 
to have been earned in the Province 
of Quebec. For 1962 and subsequent 
taxation years the credit will be 10 
per cent of the taxable income that 
is deemed to have been earned in the 
Province of Quebec and 9 per cent 
of the taxable income that is deemed 
to have been earned in any of the 
other provinces. However, the credit 
is not allowed with respect to taxable 
income, derived from permanent es- 
tablishments in the Yukon or north- 
west territories of Canada. 

The rates of tax payable under the 
Corporation Tax Act of Ontario and 
of Quebec are 11 per cent and 12 
per cent respectively. 


Special Tax 
Under Section 110B of the Act 


In addition to the tax payable under 
Part I of the Income Tax Act, a non- 
resident corporation carrying on busi- 
ness in Canada at any time in a 
taxation year is subject under Part 
IIIA (Section 110B) of the act to an 
additional tax of 15 per cent of the 
amount by which its taxable income 
earned in Canada exceeds the aggre- 
gate of: 
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(a) the tax payable under Part I; 


(b) any provincial taxes payable in 
respect of the year that were not de- 
ductible in computing taxable income 
for the year; and 


(c) such amount as is prescribed 
by the Income Tax Regulations as an 
allowance in respect of the net in- 
crease for the year in its capital in- 
vestment in property in Canada. 


Banking, insurance, transportation 
and communication corporations— 
corporations exempt from tax under 
Part I under Section 62 of the Act— 
and corporations incorporated before 
July 1, 1867, for the purpose of carry- 
ing on trade in any area now com- 
prised in Canada which since that 
date here carried on trade in Canada 
without interruption, are excepted 
from tax under Part IIIA. 


This section was enacted in 1960, 
applicable to taxation years ending 
in 1961 and subsequent taxation years. 
However, where a corporation’s 1961 
taxation year falls partly in the 1960 
calendar year and partly in the 1961 
calendar years, the amount of tax 
otherwise payable in respect of the 
1961 taxation year is to be reduced 
in proportion to the number of days 
of the taxation year which falls in the 
1960 calendar year. 


No regulations have been issued to 
date regarding the determination of 
the amount that is to be considered 
as the net annual increase in capital 
investment in property in Canada, 
and there is, accordingly, some doubt 
as to the application of the tax. In 
introducing the resolution in his 1960 
supplementary budget, the Minister 
of Finance said: 

“An effort will be made to apply 
this new tax to branches in a manner 
closely parallel to the application of 
the nonresident withholding tax to 
dividends paid by foreign-controlled 
subsidiary companies.” 
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From this it was originally assumed 
that the special tax would be payable 
on any portion of the branch profit, 
after deducting Canadian and provin- 
cial income taxes, which was with- 
drawn from Canada. It is questionable, 
however, whether the term “increase 
in capital investment in property in 
Canada,” as used in the section, is 
broad enough to include increases in 
net working capital, and the tax may 
therefore also be payable on any por- 
tion of the net branch profit which, 
although not withdrawn from Canada, 
is not reinvested in fixed assets in 
Canada. 


Filing of Returns 

Every nonresident corporation carry- 
ing on business in Canada at any time 
in the taxation year is required to file 
a Canada income tax return on the 
prescribed T2 corporation income tax 
return form. Two copies of the return 
must be filed not later than six months 
after the end of the corporation’s tax- 
ation year, the normal procedure being 
to file such returns with the district 
taxation office in whose jurisdiction 
the corporation’s principal Canadian 
branch office is situated. If the cor- 
poration is also subject to tax under 
the Corporations Tax Act (Ontario) 
or the Corporation Tax Act (Quebec), 
corporation tax returns must also be 
filed with these authorities not later 
than six months after the end of the 
corporation’s taxation year. 


It is the practice of the Ontario 
corporation tax authorities to request 
corporations which are subject to On- 
tario corporations income tax to file: 


(a) A copy of the return filed with 
the Quebec taxation authorities in 
any case where the corporation is 
subject to Quebec corporation profits 
tax for that year; and 


(b) A copy of the Canada T2 re- 
turn in any case where a portion of 
the corporation’s taxable income earned 
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in Canada was allocated to provinces 
other than Ontario and Quebec. 


Some time and expense may there- 
fore be saved if copies of such returns 
are filed in the above-mentioned cir- 
cumstances, together with the Ontario 
corporation tax return, without wait- 
ing for them to be requested. 


Payment of Tax 


All corporations subject to income 
or profits tax under the Income Tax 
Act (Canada), the Corporations Tax 
Act (Ontario) or the Corporation Tax 
Act (Quebec) are required to make 
installment payments during the year 
on account of the tax payable for the 
year. 


The tax payable by a corporation 
under the Canada Income Tax Act is 
payable in 12 monthly installments, 
the first of which is due on or before 
the last day of the seventh month of the 
corporation’s taxation year and the 
last day Of which is due on or before 
the last day of the sixth month fol- 
lowing the end of its taxation year. 
The statute requires that the install- 
ment payments be determined in the 
following manner: 


(a) For each of the first nine in- 
stallments, the corporation is required 
to pay one-twelfth of the amount ob- 
tained by applying the rates of tax 
applicable for the year to either its 
estimated taxable income for the cur- 
rent year or its actual taxable in- 
come for the immediately preceding 
year. No interest will be charged in 
respect of deficient installment pay- 
ments if these installments are calcu- 
lated by reference to the corporation’s 
taxable income for the immediately 
previous taxation year. However, in- 
terest will be charged if installment 
payments are computed on an esti- 
mated taxable income which proves 
to be less than the actual taxable in- 
come determined upon assessment; 
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(b) For the tenth and eleventh 
monthly installments, the corporation 
is required to pay one-third of the 
remainder of the estimated tax pay- 
able for the year computed by refer- 
ence to-its taxable income for the year ; 


(c) Any unpaid balance of the tax 
estimated by the corporation on its 
income tax return for the year is pay- 
able on or before the last day of the 
sixth month following the end of the 
corporation’s taxation year. 

Any additional tax which may be 
assessed is payable within 30 days of 
the date on which the notice of assess- 
ment was mailed to the taxpayer. 


All corporations subject to income 
or profits tax under the Corporations 
Tax Act (Ontario) or the Corpora- 
tion Tax Act (Quebec) are required 
under each act to make four equal 
quarterly installment payments on 
account of the income tax payable for 
the year on or before the fifteenth day 
of the fifth, eighth, and eleventh 
months of the taxation year and of 
the second month of the following 
taxation year. The amount of such 
installments is one quarter of the esti- 
mated tax, calculated by reference 
either to the corporation’s estimated 
taxable income for the current year 
or its actual taxable income for the 
immediately preceding taxation year. 
Any unpaid balance of the tax esti- 
mated by the corporation is payable 
on filing the return. 


Books and Records 


Nonresident corporations carrying 
on business in Canada often overlook 
the requirements of the Income Tax 
Act relating to the maintenance of 
records and books of account. 


Section 125 of the Income Tax Act 
(Canada) provides that every person 
carrying on business and every person 
who is required to pay or collect 
taxes shall keep books of account, 
including an annual inventory, at his 
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place of business in Canada or at such 
other place as the taxation division 
may agree, and that these books shall 
be in such form and shall contain 
such information as will enable the 
taxes payable or the taxes that should 
have been withheld or collected to 
be determined. It further provides 
that such records are not to be de- 
stroyed until written permission is 
obtained from the taxation division. 
The Corporations Tax Act (Ontario) 
contains similar provisions which are 
applicable to every corporation that 
is subject to tax under that act. 

In many cases, the Canadian branch 
operations of a nonresident corpora- 
tion will not be large enough to justify 
the expense involved in maintaining 
complete branch records in Canada. 
It is advisable in such cases to obtain 
written approval from the taxation 
division and, where the corporation 
is subject to Ontario corporations tax, 
from the Treasurer of Ontario, to 
keep the necessary records outside 


Canada or Ontario, as the case may be. 


It is to be observed that various 
other taxing acts, such as the Customs 
Act, the Excise Tax Act and the 
Retail Sales Tax Act (Ontario) also 
provide for the maintenance of rec- 
ords and books of account within the 
jurisdiction of the taxing authority. 
However, there is no authority in 
these acts allowing taxpayers or those 
charged with the collection of tax to 
keep such records outside the juris- 
diction, even with the consent of the 
taxing authorities. Nevertheless, it 
is understood that where compliance 
with such provisions is impractical 
the authorities will, if requested, 
normally allow the taxpayer or the 
person charged with the collection of 
tax to keep the records outside the 
jurisdiction, provided that he under- 
takes to produce them for inspection 
in Canada at such time as the au- 
thorities may wish to make a field 
audit. 


906 


November, 1961 @ 


Assessments and Appeals 


Section 46 of the Income Tax Act 
provides that the Minister of National 
Revenue shall with all due dispatch 
examine each return, assess the tax, 
interest and penalties payable for the 
year and issue a notice of assessment 
to the person by whom the return 
was filed. 


With regard to the Minister’s right 
to reopen an assessment, Section 46 
of the act provides that the Minister 
may at any time make an addi- 
tional assessment or reassessment in 
any case where the taxpayer made any 
misrepresentation or committed any 
fraud in filing the return or in sup- 
plying any information, or where the 
taxpayer has filed a waiver within 
four years of the date on which the 
original assessment or notification 
that no tax was payable for the year 
was mailed. In any other case, a re- 
assessment must be made within four 
years from the day of mailing of the 
original assessment or notification 
that no tax was payable. 


Assessment procedures vary from 
one case to another, and it is accord- 
ingly not possible to describe them 
except in a general way. In some 
cases, especially where the taxpayer 
has not paid the estimated tax in full 
at the date of filing the return, the 
taxation division may do little more 
than check the calculation of the tax 
payable and issue what is commonly 
referred to as a “quick assessment.” 
Any errors subsequently found on a 
more detailed examination of the re- 
turn will be dealt with by issuing a 
reassessment. In other cases, the 
original notice of assessment may not 
be issued until such time as the re- 
turn has been examined completely. 
In certain cases, a field audit may be 
made before issuing the notice of 
assessment and in other cases the 
returns may be processed at the dis- 
trict taxation office without further 
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inquiry. Usually, the district taxa- 
tion office will give the taxpayer an 
opportunity to justify his treatment 
of any questioned item before issuing 
the notice of assessment, but the as- 
sessment may be completed without 
informing the taxpayer in advance of 
any change that is made on assess- 
ment in the amount of tax estimated 
by him. 


If the taxpayer objects to an as- 
sessment or reassessment, he must 
file a notice of objection in duplicate 
and on the prescribed form with the 
Deputy Minister of National Reve- 
nue at Ottawa within 90 days of the 
date of mailing of the notice of as- 
sessment or reassessment to which 
objection is taken; otherwise he will 
lose his right of appeal. 


Upon receipt of the notice of ob- 
jection, a separate section of the taxa- 
tion division will reconsider the points 
in question and, if it disagrees with 
the taxpayer’s submissions, the tax- 
payer will normally be given the op- 
portunity of making verbal as well 
as written submissions to either the 
district taxation office or the Ottawa 
office, or both. Thereafter, the Min- 
ister of National Revenue will advise 
the taxpayer of his decision either by 
vacating, confirming or varying the 
assessment, as he thinks fit. To pre- 
vent the Minister from taking an un- 
reasonable length of time to review 
the notice of objection, the taxpayer 
has the right to appeal to the Tax 
Appeal Board or to the Exchequer 
Court of Canada if the Minister fails 
to advise the taxpayer of his decision 
within 180 days after service of the 
notice of objection. 


If the taxpayer is dissatisfied with 
the Minister’s decision he may, with- 
in 90 days of the day of mailing of 
the Minister’s reply, appeal either to 
the Tax Appeal Board or to the Ex- 
chequer Court of Canada. Unless it 
is apparent that the appeal will ulti- 
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mately have to be taken to the 
Exchequer Court, the appeal will 
normally be taken first to the Tax 
Appeal Board, since this usually in- 
volves less time and expense than an 
appeal directly to the Exchequer 
Court. A taxpayer may plead his. 
own case at a Tax Appeal Board 
hearing, or be represented by counsel 
or an agent who need not be a lawyer. 
No costs or expenses may be charged 
or awarded by the board except for a 
fee of $15, payable on filing the notice 
of appeal, and even this is refund- 
able if the taxpayer’s appeal is eventu- 
ally allowed in whole or in part by the 
Tax Appeal Board, the Exchequer 
Court of Canada or the Supreme Court 
of Canada. The board is regarded as 
a court of record and may summon 
witnesses and require such witnesses 
to give evidence or produce any docu- 
ments that may be necessary. The 
taxpayer may, without leave, appeal 
a decision of the Tax Appeal Board 
to the Exchequer Court of Canada, in 
which event the point at issue will be 
tried de novo. 


The provisions in the Corporations 
Tax Act (Ontario) relating to assess- 
ments and appeals are substantially 
similar to those contained in the 
Canada Income Tax Act. It is to be 
observed, however, that there is no 
limitation in the time within which 
the Treasurer may make a reassess- 
ment, and that appeals from the Treas- 
urer’s decisions are to be made to the 
Supreme Court of Ontario. As a 
matter of practice, it is probably un- 
likely that many appeals will be made 
to this court, since the Ontario act 
is patterned largely upon the Canada 
Income Tax Act, and the Ontario au- 
thorities will normally assess on the 
same basis as the federal income tax 
authorities. 


Of course, if the taxpayer does ob- 
ject to an assessment, he must file a 
notice of objection within 90 days of 
the date of mailing of the notice of as- 


907 





sessment in order to preserve his 
right of appeal pending final deter- 
mination of the point at issue with 
the federal income tax authorities. 


There are no provisions in the Cor- 
poration Tax Act (Quebec) relating 
to assessments and appeals. If the 
taxpayer disagrees with any assess- 
ment, the points at issue should be 
submitted to the Director of Corpora- 
tion Tax Service or to the Comptroller 
of Provincial Revenue. In the event 
that the taxpayer disagrees with the 
decision finally obtained from the 
Comptroller of Provincial Revenue, 
the revenue office must submit its 
claim for tax to the civil courts like 
any ordinary plaintiff. 


UNITED STATES CORPORATIONS 
CARRYING ON _ BUSINESS 
THROUGH A CANADIAN 

SUBSIDIARY COMPANY 


Transactions Not at 
Arm's Length 


In common with most, if not all, 
taxing statutes, the Canada Income 
Tax Act contains a number of pro- 
visions relating to transactions be- 
tween persons who do not deal with 
each other at arm’s length or who, re- 
gardless of whether they do in fact 
deal at arm’s length, are deemed un- 
der Section 139(5) of the act not to 
deal at arm’s length. While it is not 
proposed to discuss each of these 
provisions in detail, a few perhaps 
require special mention. 


Inadequate Considerations 

Section 17(1) of the act provides 
that if a person (including a corpora- 
tion) carrying on business in Canada 
purchases anything from a person 
with whom he does not deal at arm’s 
length at a price in excess of the fair 
market value, his income for tax pur- 
poses is to be computed as though 
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the lesser fair market value had been 
paid or was payable therefor. Similarly, 
under Section 17(a), if he sells any- 
thing to a person with whom he does 
not deal at arm’s length at a price 
less than the fair market value, his 
income for tax purposes is to be com- 
puted as though the greater fair 
market value had been received or 
was receivable therefor. While these 
provisions relate only to amounts paid 
or received as consideration for the 
purchase or sale of property, subsec- 
tions (3) and (4) of Section 17 con- 
tain similar provisions relating to 
amounts paid or received as considera- 
tion for services (such as rentals, 
royalties and transportation charges), 
which are applicable where the non- 
arm’s length transaction was between 
a person carrying on business in Canada 
and a nonresident person. 

Assuming that a Canadian sub- 
sidiary sold merchandise having a 
fair market value of $2,000 to its 
United States parent corporation for 
$1,500; the subsidiary would be re- 
quired under Section 17(a) of the act 
to include the difference of $500 be- 
tween the fair market value of the 
property and the price received for it 
in computing its income for Canada 
income tax purposes. Furthermore, 
it is probable that the Canadian sub- 
sidiary would be held to have con- 
ferred a benefit or advantage on a 
shareholder, its United States parent 
corporation, in the amount of $500, 
which would be subject to a 15 per 
cent Canada nonresident withholding 
tax under the provisions of Sections 
8(1) and 108(5) of the Canada In- 
come Tax Act. 

A further deterrent is to be found 
in Canadian custom duty provisions. 
For example if a United States cor- 
poration sells goods which are sub- 
ject to Canadian customs duty to its 
Canadian subsidiary for a price less 
than the fair market value, a dumping 
duty may be payable in addition to 
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the regular customs duty. The regu- 
lar duty will, of course, be calculated 
on the basis of the fair market value 
of the goods and the dumping duty 
will be an amount equal to the amount 
by which the fair market value ex- 
ceeds the price payable by the Can- 
adian subsidiary for the goods. It is 
understood that fair market value for 
this purpose means the price at which 
the United States corporation would 
sell the goods under similar circum- 
stances if it were dealing with a per- 
son at arm’s length. 


Depreciable Property 


Where depreciable property is ac- 
quired from a person with whom the 
taxpayer does not deal at arm’s length, 
the provisions of Section 20(4) over- 
ride those contained in Section 17 in 
determining the capital cost of the 
property to the taxpayer, that is, the 
basis for capital cost allowance or 
depreciation purposes. 


To appreciate the significance of 
Section 20(4), the following general 
principles of these depreciation provi- 
sions must be understood: 


(a) Capital cost allowance or de- 
preciation is computed for income tax 
purposes on the declining balance 
method. 

(b) All depreciable assets of a sim- 
ilar general type are grouped into the 
classes prescribed in Schedule B to 
the Income Tax Regulations, and the 
amount allowable is determined by 
applying the appropriate rate to the 
undepreciated capital cost of each 
class of property, that is, the capital 
cost or basis minus the total deprecia- 
tion previously allowed for income 
tax purposes. 


(c) Upon the disposal of a depre- 
ciable asset, any depreciation allowed 
for tax purposes since 1948 in respect 
of that asset is subject to recapture 
to the extent that the proceeds of dis- 
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position exceed the undepreciated 
capital cost of the asset. The amount 
recapturable is applied first to reduce 
the undepreciable capital cost of any 
other assets of the same class to which 
the particular asset belonged and 
thereby reduces the amount of depre- 
ciation allowable in the future in 
respect of that class of property. To 
the extent that the amount recap- 
turable exceeds the undepreciated 
capital cost of any other assets of that 
class, it is taxable as ordinary income, 
unless the taxpayer elects to exclude 
it from income and to pay the special 
tax provided in Section 43 of the act. 
Section 43 provides that if an indi- 
vidual resident in Canada or corpora- 
tion doing business in Canada so elects, 
the tax on such amount will be the 
aggregate of the taxes attributed to 
such amount had it been included in 
the taxable income of the taxpayer 
ratably over a specified number of 
taxation years immediately preceding 
the current taxation year. The exact 
number of taxation years over which 
the amount is to be prorated is deter- 
mined by the length of time the tax- 
payer was either resident in, if an 
individual, or doing business, if a 
corporation, in Canada. In no event 
will such proration period be more 
than five years nor less than one year. 

(d) If the proceeds of disposition 
exceed the original capital cost of the 
asset (which in the case of assets 
acquired before 1949 is the actual 
capital cost less normal depreciation 
allowed for tax purposes before 1949), 
the excess is a capital gain and is 
accordingly not subject to income tax. 

(e) On the other hand, if a depre- 
ciable asset is sold for an amount less 
than its undepreciated capital cost, 
the difference between the undepre- 
ciated capital cost of the asset and the 
sale price remains in the undepreciated 
capital cost of property of the class 
to which the asset belonged and is 
accordingly subject to the annual 
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rates of depreciation in the future. 
If there were no remaining assets 
of that class at the end of the taxa- 
tion year in which the asset was sold, 
the undepreciated capital cost of prop- 
erty of that class, if any, would be 
deductible in computing income as a 
terminal allowance. In other words, 
any loss upon diposal, for which suf- 
ficient depreciation has not been al- 
lowed, will be allowed as a deduction 
from ordinary income, either by way 
of additional depreciation in future 
years or by way of a deduction in the 
year in which the asset was sold. 
Section 20(4) provides that the 
capital cost to a purchaser of a de- 
preciable asset in a non-arm’s length 
transaction is limited for depreciation 
purposes to the capital cost to the 
transferor. The purpose of this pro- 
vision is to ensure that a taxpayer 
will not be able to obtain a basis in 
excess of the capital cost to a trans- 
feror with whom he does not deal at 
arm’s length, since the amount by 
which the sales price exceeded the 
original capital cost would be a non- 
taxable capital gain to the transferor. 
The basis to a purchaser in a non- 
arm’s length transaction may be in 
excess of the transferor’s undepre- 
ciated capital cost, but it may not be 
in excess of the original capital cost 
to the transferor. The excess over 
undepreciated capital cost is recap- 
turable in the hands of the transferor. 
Section 20(4) further provides that 
where the actual cost of a depreciable 
asset to a taxpayer in a non-arm’s 
length transaction is less than the 
original capital cost to the transferor 
and to have been allowed depreciation 
i an amount equal to the difference 
between the original capital cost to 
the transferor and the actual cost to 
tlhe taxpayer (that is, he is deemed 
to have been allowed all unrecaptured 
amounts allowed to the transferor as 
depreciation in respect to the trans- 
ferred asset). All deductions allowed 
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since 1948 to the transferor either as 
depreciation or as a terminal allow- 
ance and to the transferee as depre- 
ciation and therefore subject to re- 
capture if the asset is eventually sold 
by the transferee at arm’s length. 


Subject to an exception in the case 
of gifts or bequests of depreciable 
assets, these provisions apply to all 
non-arm’s length transactions in de- 
preciable assets. For example, if a 
Canadian subsidiary acquires a de- 
preciable asset for $600 for its United 
States parent or affiliated company, 
and the cost to the parent or affiliate 
was $1,000, the Canadian corporation 
is deemed to have acquired the asset 
for $1,000 and to have been allowed 
depreciation of $400 which would be 
subject to recapture upon disposal. 
The provisions of Section 20(4) would 
apply equally to distributions of de- 
preciable assets upon the liquidation 
of the company. The Canada In- 
come Tax Act contains no provisions 
similar to Section 334(b)(2) of the 
United States Internal Revenue Code 
which allows a corporation receiving 
property upon the liquidation of a 
controlled corporation under some 
circumstances to obtain a basis in 
excess of the basis to the liquidating 
company even though no gain to the 
liquidating company is recognized. 


Unpaid Amounts 

Section 12(3) of the act provides 
that an expense which would other- 
wise be deductible will be disallowed 
if it is payable to a person with whom 
the taxpayer does not deal at arm’s 
length and it is not paid before the 


end of the taxation year in which 
it was incurred. Although an expense 
which has been disallowed by this 
subsection may be deducted in com- 
puting income in the year in which it 
is paid, the understatement of income 
tax for the year in which the amount 
originally expensed may give rise to 
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an assessment for interest for late 
payment of income tax, and in certain 
cases the income might be so dis- 
torted that some part of the benefit 
from the deduction in the year of pay- 
ment may be permanently lost. 


Loans to Shareholders 


Section 8(a) provides that where a 
corporation has made a loan to a share- 
holder, the amount of the loan shall 
be deemed to have been received by 
the shareholder as a dividend in the 
year in which the loan was made, 
unless the loan was repaid within one 
year of the end of the corporation’s 
taxation year in which the loan was 
made, and it is established that the 
repayment was not made as part of a 
series of loans and repayments. This 
is subject to a few exceptions, relat- 
ing mainly to loans for specified 
purposes to shareholders who are also 
employees of the corporation. 

The purpose of the section was to 
prevent shareholders from being able 
to obtain the use of a corporation’s 
funds and at the same time to post- 
pone indefinitely the taxation of those 
amounts as income in their hands by 
taking the funds by way of loan 
rather than as a dividend. The effect 
of this penalty provision was modified 
by allowing an individual taxpayer, 
commencing in 1958, and a corporate 
taxpayer, commencing in 1961, a de- 
duction of the amount repaid to the 
corporation in computing income under 
Part I of the act for the year in which 
it was repaid. As this relief is not 
available to nonresident shareholders, 
under Part III of the act, it is essen- 
tial for a United States parent com- 
pany, for example, to clear up all 
loans from a Canadian subsidiary 
within the next taxation year follow- 
ing that in which the loan was ob- 
tained by receiving repayment in cash 
or declaring an offsetting dividend. 
Otherwise, the amount of the loan will 
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be deemed to be a dividend and will 
be subject to the 15 per cent Canada 
nonresident withholding tax. The 
declaration of a dividend to offset a 
loan which has been deemed to be a 
dividend under Section 8(2) will not 
remedy the situation, because the 
payment of the actual dividend by 
offset will also be subject to the 15 
per cent nonresident withholding tax. 


Although these provisions have been 
dealt with under the heading “non- 
arm’s length transactions,” it is not 
to be inferred that all shareholders 
of a corporation are deemed not to 
deal at arm’s length with that corpora- 
tion. However, since we are concerned 
here with parent-subsidiary relation- 
ships, and since a corporation which 
owns more than 50 per cent of the 
voting stock of another corporation is 
deemed under the act not to deal at 
arm’s length with that corporation, 
the type of shareholder’s loans con- 
templated in this context may for 
convenience sake be classed as non- 
arm’s length transactions. 


Interest Free Loans to Nonresidents 


Similarly, the provision which will 
be discussed next is not restricted in 
its application to non-arm’s length 


transactions. Under Section 19 of the 
act, if a corporation resident in Can- 
‘. has loaned money to a nonresident 
m, and the loan has remained 
Our.‘anding for one year or longer 
without a reasonable rate of interest 
having been included in the lender’s 
income, interest at 5 per cent is deemed 
to have been received by the lender 
on the last day of each taxation year 
during which the loan was outstand- 
ing. Exceptions are provided in the 
case of loans made to a subsidiary- 
controlled corporation, if it established 
that the loan was used in the sub- 
sidiary corporation’s business for the 
purpose of gaining or producing in- 
come, and in the case of loans which 
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have been deemed to be dividends 
under Section 8(2) and on which non- 
resident withholding tax has been 
paid, as explained earlier. 


Corporate Distributions 


In contrast to the apparent com- 
plexity of the rules in the United 
States Internal Revenue Code relating 
to corporate distributions, the cor- 
responding provisions in the Income 
Tax Act (Canada) are relatively few 
in number. 

The general effect of these provi- 
sions is that, subject to three excep- 
tions, all distributions of money or 
other property (including shares and 
obligations of the distributing com- 
pany) made by a taxable Canadian 
corporation to its shareholders are 
treated as income in their hands, to 
the extent at least of their share of 
the distributing corporation’s undis- 
tributed income on hand at the end 
of the taxation year in which the 
distribution was made. The three 
exceptions are: 

(a) distributions in redemption or 
acquisition of preferred shares; 


(b) distributions of “tax-paid un- 
distributed income” if made on the 
winding up, discontinuance or reor- 
ganization of the corporation’s busi- 
ness, or made by way of stock dividends 
or in redemption of common shares; 
and 


(c) distributions to common share- 
holders of rights to buy additional 
common shares in the corporation, 
provided that such rights are conferred 
on all common shareholders. 


In connection with these excep- 
tions, the following provisions should 
be noted: 

(a) Section 139(1)(g) defines a 
common share as “a share the holder 
of which is not precluded upon the 
reduction or redemption of the capital 
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stock from participating in the assets 
of the corporation beyond the amount 
paid up thereon plus a fixed premium 
and.a defined rate of dividend.” 
Accordingly, all shares with pref- 
erences attaching to them will not 
necessarily qualify as a preferred share 
for purposes of the Income Tax Act. 


(b) Although distributions in re- 
demption or acquisition of preferred 
shares are not normally taxable in the 
hands of the recipient, there is one 
exception to this rule. Section 108(a) 
of the Income Tax Act provides that 
where a corporation whose business 
is of an investment or financial nature 
and whose shares have not been of- 
fered for public subscription or listed 
on any recognized stock exchange 
redeems any of its stock, shares, bonds 
or debentures or discharges a capital 
obligation, the payment is deemed 
to be an ordinary dividend, if received 
by a nonresident person, to the extent 
of the “corporation’s surplus” as de- 
fined in Section 2001 of the income 
tax regulations. This subsection does 
not apply, however, if 


(i) the securities redeemed had a 
face value and the corporation origi- 
nally received as consideration for 
their issuance not less than 90 per 
cent of the face value in Canadian 
currency or in other rights or things 
readily convertible into Canadian cur- 
rency at any bank to which the Bank 
Act (Canada) applies, or 


(ii) the securities redeemed were 
preferred shares which were originally 
issued by the corporation as a stock 
dividend. In this event, to the extent 
that the stock dividend has previously 
been redeemed to have been received 
as a dividend under Section 81 of the 
act, the redemption is not considered 
to be a dividend in the hands of the 
nonresident shareholder. 


(c) Where a corporation (other than 
a nonresident-owned investment corpo- 
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ration) has redeemed or acquired any 
of its preferred shares at a premium, 
the corporation is subject to a special 
tax of 20 per cent or 30 per cent, as 
provided in Section 105A of the act, 
of the premium paid on redemption 
or acquisition. If the shares which 
were redeemed or purchased for can- 
cellation were issued before February 
20, 1953, and the maximum amount 
payable upon redemption or purchase 
for cancellation was fixed prior to that 
date and has not subsequently been 
increased, the rate of tax payable 
under Section 105A is 20 per cent of 
the premium paid. In any other case, 
the rate of tax is 20 per cent of the 
premium paid. In any other case, 
the rate of tax is 20 per cent of the 
premium is not more than 10 per 
cent of the par or stated value of the 
shares redeemed or purchased for 
cancellation, and 30 per cent if the 
premium paid exceeds 10 per cent of 
such value. 

(d) Tax-paid undistributed income 
may under certain circumstances be 
created by a corporation through the 
device of paying a special 15 per cent 
tax under Section 105 of the act on 
part or all of its undistributed in- 
come. In addition, any tax-paid un- 
distributed income distributed to it by 
another resident Canadian corporation 
is regarded as tax-paid undistributed 
income in its hands. 


As previously mentioned, all other 
distributions by a taxable Canadian 
corporation to its shareholders are 
regarded as income in their hands to 
the extent at least of their share of 
the corporation’s undistributed income 
on hand. The applicable provisions in 
this regard are contained in Sections 
6(1)(a), 81 and 8(1). 


Section 6(1)(a) in effect provides 
that the amount of money or the value 
of property distributed to a share- 
holder by way of ordinary dividend, 
other than on the winding-up, dis- 
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continuance or reorganization of the 
company’s business, and other than 
by way of stock dividend, is regarded 
as income in the hands of the share- 
holders, regardless of the source of 
funds from which the dividend is paid. 
Section 81 provides that various other 
forms of corporate distributions, in- 
cluding distributions to shareholders 
on the winding-up, discontinuance or 
reorganization of the corporation’s 
business, stock dividends and distri- 
butions in redemption of common 
shares, or on conversion of common 
shares into shares other than common 
or into an obligation, are deemed to 
be dividends for purposes of the act, 
but only to the extent of the lesser 
of the amount received by the share- 
holders, or his portion of the corpo- 
ration’s undistributed income on hand 
at the end of the taxation year in 
which the distribution was made. 
Section 81(4) provides, however, that 
this “deemed dividend” is only to be 
included as income of the shareholder 
to the extent that it exceeds his share 
of the corporation’s tax-paid undis- 
tributed income on hand. Finally, 
Section 8(1) provides that where a 
corporation makes a distribution to a 
shareholder or otherwise confers a 
benefit on a shareholder, other than 


by one of the methods previously 
mentioned, the amount or value there- 
of is to be included in computing the 


Amounts which 
are to be included in income by virtue 
of Section 8(1) are to be distinguished 
from the amounts which are to be 
included under the provisions of Sec- 
tions 6(1)(a) and 81. The former 
are not deemed to be dividends and 
therefore do not qualify for the prefer- 
ential treatment accorded to dividends 
and “deemed dividends” under the act. 


shareholder’s income. 


Consequently, with respect to the 
recipient’s tax position, the general 
rules are as follows: 

(a) where the recipient is a resident 
Canadian individual, the amount to be 
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included in his income under the pro- 
visions of Section 6(1)(a), 81 and 
8(1) is taxable as ordinary income, 
subject to a tax credit of 20 per cent 
of any dividend, or the taxable por- 
tion of any deemed dividend, received 
from a taxable Canadian corporation ; 


(b) where the recipient is not resi- 
dent in Canada, the amount that would 
otherwise be included in income under 
these provisions is subject to a 15 per 
cent Canada nonresident withholding 
tax ; and 


(c) where the recipient is a taxable 
Canadian corporation, in computing 
its taxable income the corporation is 
generally entitled to a deduction of 
any dividends, or the taxable portion 
of any deemed dividends, which are 
received from another taxable Ca- 
nadian corporation. Any amount which 
is to be included in income under Sec- 
tion 8(1) is not deemed to be a divi- 
dend for this purpose, and is accordingly 
taxable as ordinary income in the hands 
of the receiving corporation. 


One exception to these general rules 
occurs in the case in which a person 
or persons with whom it does not deal 
at arm’s length, acquires more than 
50 per cent of the issued share capital 
(having full voting rights in all cir- 
cumstances) of another Canadian cor- 
poration, and the latter corporation 
has undistributed income on hand at 
the end of the taxation year in which 
such control is acquired. Dividends 
paid from such undistributed income 
(referred to in the act as “designated 
surplus”) are subject to tax in the 
hands of the controlling corporation 
at the applicable corporate tax rates. 
However, if the controlled corpora- 
tion has any tax-paid undistributed 
income on hand, such tax-paid undis- 
tributed income operates to reduce 
the portion of designated surplus that 
would otherwise be taxable in the 
hands of the controlling corporation. 
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The rules for determining whether 
or not a particular dividend paid by a 
controlled corporation is paid from 
designated surplus are set out in Sec- 
tion 28(5) and (6) of the Income Tax 
Act Generally speaking, these sub- 
sections provide that dividends are 
deemed to have been paid (1) first, 
from “earnings in the control period,” 
that is, income, after deducting Can- 
ada income tax, for the period from 
commencement of the taxation year 
in which control was acquired to the 
end of the taxation year in which the 
dividend is paid, and (2) thereafter, 
from any nontax-paid designated sur- 
plus, that is, the excess of designated 
surplus over tax-paid undistributed 
income. 


These “designated surplus” provi- 
sions were enacted to insure that all 
corporate income would eventually 
be subject to income tax in the hands 
of the individual shareholders. Prior 
to their enactment, a corporation’s 
undistributed income could have been 
distributed to shareholders at no tax 
cost through the device of incorpo- 
rating a holding company. Thus, the 
controlling shareholders of a corpora- 
tion could allow the corporation’s in- 
come to accumulate indefinitely. At 
such time as they wished to withdraw 
funds, they could incorporate a hold- 
ing company to acquire the shares of 
the operating company, the consid- 
eration for which would consist of 
obligations or preferred shares of the 
holding company. After transferring 
the undistributed income of the oper- 
ating company to the holding company 
by way of taxfree dividends, they 
could then cause the holding company 
to redeem its preferred shares or re- 
pay the obligations at no tax cost. 

Despite these provisions, the con- 
trolling shareholders of a corporation 
could still minimize or avoid the tax 
that would be payable on the distri- 
bution of the corporation’s undistributed 
income by utilizing the services of a 
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nonresident corporation, a dealer in 
securities or a tax-exempt organiza- 
tion. For example, by selling their 
controlling interest to a corporate 
resident in the United States, the 
corporation’s undistributed income 
could be paid out to the United States 
corporation, subject only to the non- 
resident withholding tax. 

Section 105B was enacted in 1955 
to eliminate at least part of the tax- 
saving which could be effected in 
this way, by providing that a special 
corporate tax of 15 per cent shall be 
paid on dividends paid out of “desig- 
nated surplus” by a corporation which 
is controlled by a nonresident corpo- 
ration, unless control was acquired 
prior to 1955, or was acquired from 
another nonresident person who ac- 
quired control before 1955. Accord- 
ingly, if a United States corporation 
acquires control of a Canadian cor- 
poration, unless control is acquired 
from a nonresident person who ac- 
quired control prior to 1955, there will 
be a potential corporate tax liability 
of 15 per cent on the designated sur- 
plus of the Canadian company in 
addition to the 15 per cent nonresi- 
dent withholding tax on the dividends. 
In considering the effect of the special 
tax, it is to be noted that the tax 
is exigible on all dividends deemed 
to have been paid from designated 
surplus, whether the dividends are 
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paid to the United States parent or 
to minority shareholders resident in 
Canada. 


It should be noted that the tax cost 
of transferring “designated surplus” 
from a controlled corporation to a 
controlling corporation may be miti- 
gated under certain circumstances. 
The various methods in which this 
may be accomplished are three: (a) 
by means of statutory amalgamations, 
(b) by creating tax-paid undistributed 
income in the hands of the controlled 
company, or (c) by causing the con- 
trolling company to elect to be treated 
as a nonresident-owned investment 
corporation under Section 70 of the 
Income Tax Act, if it is able to qualify 
as such, for those taxation years in 
which dividends are received from 
“nontax-paid designated surplus.” 


At this time it is not feasible to 
discuss these methods further. It 
should be observed, however, that 
it will not be possible to utilize these 
methods in all circumstances, and in 
some circumstances none of the de- 
vices may be available. It should 
further be observed that, in consid- 
ering the statutory amalgamation 
method, it will be necessary to take 
into account any special tax that may 
be payable on amalgamation under 
Section 105C of the Income Tax Act. 


[The End] 


social counterpart, however, corporate 
matrimony is beset by myriad prob- 
lems. These problems begin in the 
courtship of negotiation, continue dur- 
ing the ceremonies of amalgamation, 
and persist in the consummation of 
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the combination. Children— and even 
stepchildren—may appear from time 
to time, adding their share of problems. 


No marriage counselor would attempt 
to catalog the entire gamut of marital 
problems. This paper will not pre- 
tend to an all-inclusive exposition of 
the problems of corporate combina- 
tions. Nevertheless, it is incumbent 
upon the tax practitioner to recognize 
the existence of all problems in a 
given transaction. This paper will 
attempt to list the major areas of 
scrutiny to which each proposed com- 
bination should be subjected. 


Accounting Problems 


We should recognize, at the outset, 
that not all of the problems of combi- 
nations concern themselves with in- 
come taxes. Certainly it is our duty 
to advise our clients of the accounting 
effects of a proposed transaction. Not 
all tax law reflects “generally accepted 
accounting principles.” Nor is the 
Internal Revenue Code in complete 
conformity with the rules of other 
regulatory bodies, notably the Se- 
curities and Exchange Commission. 
While this is not the occasion for an 
essay on accounting principles, atten- 
tion should be directed to two broad 
areas which must be considered. 


The effects of a combination upon 
the “earnings and profits” (retained 
earnings) and upon the future earn- 
ings, of the combined corporations 
can be of tremendous importance. 
Note that a “pooling of interests” 
for accounting purposes * is not neces- 
sarily the same as a “pooling” for tax 
purposes, as set forth in Section 368 
(a) of the Internal Revenue Code. 
For example, it would appear that an 
issuance of nonvoting preferred stock 
for the common stock of a merged 





*Accounting Research Bulletin 48 (Busi- 
ness Combinations). 
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corporation would fail to produce the 
continuity required for accounting 
purposes, while it would suffice to sup- 
port a reorganization under Section 
368(a)(1)(A). For statement pur- 
poses, then, retained earnings of the 
merged company would disappear, 
and a new accountability for the as- 
sets acquired would emerge. The last 
factor could well burden future earn- 
ings with additional charges without 
corresponding tax benefits. 


This consideration, in the course of 
negotiations, may well dictate the 
form of the combination, as a “pur- 
chase” or “pooling’—as defined for 
tax and accounting purposes. It may 
even dictate the corporation which 
will survive in the combination. 


The second broad area in which 
conflict may appear between account- 
ing principles and tax concepts is ac- 
counting for asset values. It is, of 
course, related to the previous discus- 
sion, but assumes many different as- 
pects. To illustrate: assume a client 
acquires 90 per cent of the stock of 
another corporation for cash at a price 
considerably in excess of book value, 
such excess being completely attributable 
to the enhanced value of fixed assets. 
The acquired company is then merged 
into the purchaser, which then issues 
stock in exchange for the remaining 
10 per cent of the subsidiary’s stock. 
Clearly, the cash paid establishes the 
value of 100 per cent of the assets 
for accounting purposes. Neverthe- 
less, the value of Section 334(b) (2) 
apply only to 90 per cent of the assets, 
and the remaining 10 per cent must 
be valued under the rules of Section 
362(b). It is unnecessary to add that 
two sets of records will be maintained. 
These matters will be commented 
upon further in later discussion. 
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Definition of 
Combining Reorganizations 


Let us briefly define the area of 
our discussion. Reorganizations are 
defined in Section 368 of the Internal 
Revenue Code. The purpose of these 
provisions is to except from the gen- 
eral rule of taxability of exchanges 
“'.. certain specifically described ex- 
changes incident to such readjust- 
ments of corporate structures made 
in one of the particular ways specified 
in the Code, as are required by busi- 
ness exigencies and which effect only 
a readjustment of continuing interest 
in property under modified corporate 
forms.” ? The principal combining 
reorganizations with which we shall 
be concerned are three: 

Type A—A 


consolidation.® 


statutory merger or 


Type B—The acquisition by 
corporation, in exchange for its vot- 
ing stock, of controlling stock of an- 
other corporation.* 


one 


Type C—The acquisition by one 
corporation, in exchange for its voting 
stock, of substantially all the assets 
of another corporation.° 

Each of these will be discussed in 
detail, although the Code and regula- 
tions purport to be precise in their 
definition. Other forms of reorganiza- 
tions and other corporate transactions 
will be compared with the foregoing, 
but they are not the object of our in- 
vestigation. 

For reference purposes, the three 
types of combinations may be con- 
trasted as follows: In a merger, one 
of the corporations survives the trans- 
action; in a consolidation, the con- 
stituent corporations disappear and 
a new corporation emerges. In a Type 





B combination, all of the constituents 
continue their corporate existence, al- 
beit the acquired corporation becomes 
a subsidiary. In a Type C combina- 
tion, the assets of one corporation are 
transferred to the acquiring corpora- 
tion, but the transferor may remain 
in existence. 


These are definitions. The “action” 
provisions are contained in Section 
354, with respect to the taxability of 
the exchange of stock, and Section 
361, with respect to the taxability of 
the exchange of corporate property. 
These sections also add important 
concepts to our definition. 


Plan of Reorganization 


In order to qualify for exception 
from tax, the exchanges must be in 
accordance with a “plan of reorganiza- 
tion.”’® The term is nowhere defined 
precisely, although the regulations’ 
specify that the phrase is not intended 
to broaden the definition of reorgan- 
ization. The regulations also empha- 
size that the “plan” refers to a con- 
summated transaction, germane to a 
corporate business purpose. 


The courts have elaborated on this 
definition at great length. Thus, a 
“plan” has been found to exist in a 
communication to the shareholders,* 
although the specific exchange was 
found to be not pursuant to the plan. 
Similarly, a plan was found to exist 
absent a written document.? How- 
ever, no plan existed where the agree- 
ment was made with an individual, 
despite consummation by a corpora- 
tion.’ In another case the court of 
appeals reversed the Tax Court and 
remanded for hearing to determine 
whether the exchange of securities 
in question was made prior to or under 





* Reg. Sec. 1.368-1(b). 

* Code Sec. 368(a)(1) (A). 

* Code Sec. 368(a) (1) (B). 

® Code Sec. 368(a)(1)(C). 

® Secs. 354(a)(1) and 361(a). 
* Reg. Sec. 1.368-2(g). 
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* Hewitt, CCH Dec. 6014, 19 BTA 771. 

°C. T. Investment Company v. Commis- 
stoner, 37-1 ustc J 9151, 88 F. 2d 582 (CA-8); 
Murrin, CCH Dec. 21,091, 24 TC 502 (acq.). 

” Caldwell, 39-2 ustc $9791, 30 F. Supp. 
308 (DC Pa.). 
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a plan.** (The taxpayer received a 
favorable decision in the Tax Court.) 


This brief discussion indicates the 
prudence of adopting a formal written 
plan prior to any exchange which is 
intended to qualify as tax-exempt. 


Party to Reorganization 


A further problem of definition ap- 
pears in the identification of the cor- 
porate “parties to a reorganization” 
whose securities are exchanged. Section 
368(b) provides a limited definition 
which includes a corporation result- 
ing from a reorganization and both 
corporations where one acquires stock 
or properties of another. The 1954 
Code added to the definition the parent 
of an acquiring corporation where, in 
a Type C transaction, the stock ex- 
changed for properties is that of the 
parent. In both a Type A and Type 
C transaction the parent is a party 
if assets acquired are transferred to 
a subsidiary. However, when corpo- 
ration O issues voting stock to cor- 
poration S in exchange for “controlling 
stock” of corporation P, O and P are 
parties to the reorganization, but S 
is not, unless the stock constituted 
substantially all of its assets, or un- 
less it is in control of O.”” 

The significance of the foregoing 
may be obscure, but it is most im- 
portant. Exchanges of stock are fully 
taxable, unless specifically excepted. 
Thus, all stock involved in the ex- 
change must be identified with a 
“party to the reorganization” and it 
must be exchanged in pursuance of 
the purpose of the transaction. 


Continuity of Interest and Control 
The purpose of the tax exemption 
was stated earlier,’* to acquire a con- 





“ Helvering v. Edison Securities Corpora- 
tion, 35-2 ustc § 9425, 78 F. 2d 85 (CA-4). 

™ Reg. Sec. 1.368-2(f). 

* See footnote 2. 

“CCH Dec. 22,209, 27 TC 647, contrast- 


ing prior law. 
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tinuing interest in property. It is 
essential that shareholders continue 
to participate in ownership. This re- 
quirement has been codified to a great 
extent in the requirement that only 
voting stock be received in Type B 
and Type C reorganizations (the last 
modified to an extent discussed later 
herein). Continued equity participation 
in a Type A reorganization is less 
certain. However, the 1954 Code, 
in Section 356, has tightened the 
earlier concept by providing that equity 
interests cannot be exchanged tax-free 
for other property (including non- 
equity securities). However, it is still 
possible, and frequently desirable, to 
issue nonvoting or preferred stock, 
thus resulting in a diminution of con- 
tinuity. It is also apparent that the 
1954 Code permits a change in the 
ratio of equity holdings, particularly 
in the transferor corporation, although 
such was not the case under earlier 
law. This is most apparent in the 
provisions of Section 368(a)(1)(D), 
which is not generally discussed herein 
as a “combining reorganization.” See 
the discussion in F. W. Williamson." 


Fortunately, the relative amount of 
stock received by the shareholders of 
the transferor corporation is not a 
factor. It is interesting to note that 
the House version of the 1954 Code 
required a 20 per cent continuity in 
certain cases.**° The Corporate Dis- 
tributions and Adjustments Bill of 
1959 does contain an alternative test 
for a merger, providing that the trans- 
ferors must control 50 per cent of the 
acquiring corporation (if less than 
66%4 per cent of the consideration is 
voting stock) .*® 

The problem of continuity is also 
present in the definition of control 

* Sec. 359, H. F. 8300. 

* Sec. 368(a)(1)(A)(ii), as amended by 


Sec. 26 of H. R. 4459, introduced February 
12, 1959. 
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by the acquiring corporation. The 
matter of control appears as a condi- 
tion of a qualifying Type B reorgani- 
zation. In this situation, the acquiring 
corporation must have control of the 
acquired corporation immediately after 
the transaction."’ Earlier law defined 
a Type B reorganization as the ac- 
quisition of control.** Judicial debate 
as to this definition was resolved 
by the provisions of the 1954 Code. 
It is now clear that both an acquisi- 
tion of stock for stock which results 
in control and one which takes place 
after control exists are tax-free. For 
example, if a corporation acquires 50 
per cent control of another for cash 
in a taxable transaction, the acquisi- 
tion of an additional 30 per cent (or 
50 per cent) in exchange for voting 
stock is tax-free. Many feel that 
these rules are still unnecessarily harsh, 
particularly where the acquisition con- 
sists of a series of transactions. Ac- 
cordingly, the Subchapter C Advisory 
Group has recommended a modifica- 
tion of this rule as befitting the pur- 
pose of the reorganization provisions. 
Under this proposal,’® the control test 
must be met within six months after 
the acquisition. Strangely, this “lib- 
eralization” is liberal than the 
regulations ° which provide: “Such 
an acquisition is permitted tax-free 
in a single transaction or in a series 
of transactions taking place over a 
relatively short period of time such 
as twelve months.”” Presumably the 
regulations would require each ac- 
quisition in the series to be pursuant 
to a plan, whereas the Advisory Group 
proposal contemplates cash purchases 
as well as stock exchanges. 

Control is defined by Section 368 
(c) as the ownership of “at least 80 
per cent of the total combined voting 
power of all classes of stock entitled 
to vote and at least 80 per cent of the 
total number of shares of all other 


less 


classes of stock of the corporation.” 
The regulations do not expand upon 
this definition, and problems arise if 
the capital structure of the acquired 
corporation is complex. To illustrate, 
X Corporation has the following stock 
outstanding: 


Class A voting common, 
without par value. . .200,000 shares 
Class B nonvoting com- 


mon with a par value 
of $10 a share 


Class A voting preferred 
with a par value of 
$100 a share 

Class B nonvoting pre- 
ferred with a par value 
of $10 a share 


50,000 shares 
50,000 shares 


50,000 shares 


To qualify as a tax-free transaction, 
Y Corporation may issue its voting 
stock in exchange for all of the Class 
A common (80 per cent of 250,000 
shares, assuming the A common and 
A preferred have equal share-voting 
rights), and 40,000 shares of both 
Class B common and Class B pre- 
ferred. It is not required that any of 
the Class A preferred be acquired. 
Interesting speculations will arise as 
to the advisability of a tax-free re- 
capitalization when a reorganization 
is contemplated. Beware the step 
transaction. 


It is important also to note that 
these requirements run to direct con- 
trol only. Section 318 does not apply 
the rules of constructive ownership 
to Part III of Subchapter C (A lim- 
ited form of constructive ownership 
is implicit in Section 368(a)(1)(D).) 
Thus, where eight individuals held 
50 per cent of the voting power of 
corporation X, and corporation Z 
owned the remaining 50 per cent, cor- 
poration Y, in control of Z, could not 
issue its stock for the stock held by 
the individuals in a tax-free exchange. 








* Code Sec. 368(a) (1) (B). 
* Code Sec. 222(g)(1)(B). 
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® Embodied in Sec. 26 of H. R. 4459, 
* Reg. Sec. 1.368-2(c). 
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It was held that: 


“There is no basis for disregarding 
the corporate legal entities of the 
parent and its subsidiary and for at- 
tributing the subsidiary’s ownership 
... to the parent.” ** 


It is apparent that none of the 


family attribution rules can be here 
applied to render a transaction tax free. 


Business Purpose 


One more general concept must be 
examined before proceeding to specific 
problems. Both the 1939 and 1954 
Internal Revenue Codes have been 
silent with regard to the concept of 
the “business purpose” of a reor- 
ganization. The regulations insist 
that in a tax-free reorganization, “Such 
transaction and such acts must be 
an ordinary and necessary incident 
to the conduct of the enterprise and 
must provide for a continuation of 
the enterprise.’”**? Again, “. . . the re- 
adjustments . . . must be undertaken 
for reasons germane to the contin- 
uance of the business of a corporation. 

"23 Tt is difficult to conceive of a 
reorganization as being “ordinary and 
necessary.” Fortunately, the rule is not 
as harsh as it may appear, since there 
have been many approved acquisitions 
in programs of diversification. For 
example, an extreme contradiction 
appeared in Becher,** where a business 
was completely discontinued by the 
war, and the assets were transferred 
to a new corporation, the stock of 
which was distributed to the share- 
holders of the transferor. The reor- 
ganization was held to be tax free. 

Nevertheless, a business purpose is 
essential, and it must be the business 
of the corporations involved, not that 
of the shareholders. The classic case, 


4 Rev. Rul. 56-613, 1956-2 CB 212. 

* Reg. Sec. 1.368-1(c). 

3 Reg. Sec. 1.368-2(g). 

*CCH Dec. 20,466, 22 TC 932, aff’d, 55-1 
ustc § 9335, 221 F. 2d 252 (CA-2). 


920 





November, 1961 @ 


of course, is the often-cited Gregory v. 
Helvering.*®> The Supreme Court here 
found the reorganization: 


“simply an operation having no 
business or corporate purpose .. . the 
sole object and accomplishment of 
which was the consummation of a 
preconceived plan, not to reorganize 
a business or any part of a business, 
but to transfer a parcel of corporate 
shares to the petitioner.” 


This rule, broadly stated, has been 
followed in many instances. The courts 
have been more liberal than the Com- 
missioner in finding business purpose. 
But a reorganization stands little 
chance of qualifying as such where 
the only discernible motive is the sav- 
ing of tax by the shareholders. While 
the tax-saving does not in itself taint 
a reorganization, a plan resulting in 
a substantial tax benefit should be 
thoroughly documented as to business 
purpose. 


Problems of Foreign Corporations 


It might be appropriate at this point 
to express a Caveat concerning the 
application of these rules in combina- 
tions involving foreign corporations. 
Under Section 367, a foreign corpora- 
tion will not be considered as a cor- 
poration for reorganization exchange 
purposes, among others, unless it is 
established before such exchange that 
the transaction does not have as a 
principal purpose the avoidance of 
federal income taxes. Note that, un- 
like Section 1491 with regard to trans- 
fers to avoid income tax, failure to 
obtain prior approval can not be sub- 
sequently cured.*® Because of this 
requirement, the Service will issue 
rulings on questions submitted in this 
regard. 

* 35-1 ustc J 9043, 292 U. S. 465. 

* Texas-Canadian Oil Corporation, Ltd., 
CCH Dec. 11,880, 44 BTA 913. 
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Published rulings, although few in 
number, indicate a reasonable ap- 
proach to the definition of tax avoid- 
ance.”? Interestingly, it has been ruled 
that the merger of two domestic 
subsidiaries of a foreign parent does 
not require an advance ruling.** To 
strain an earlier simile, miscegenation 
with a foreign corporation is pro- 
scribed, but a local incestuous mar- 
riage is acceptable. 


Problems of Consideration— 
Other Property 


After this lengthy introductory ma- 
terial, we may proceed to some of the 
specific problems involved in com- 
bining reorganizations. To repeat, 
the “action” section of the Code, Sec- 
tion 354, provides: “No gain or loss 
shall be recognized if stock or securi- 
ties in a corporation a party to a 
reorganization are, in pursuance of 
the plan of reorganization, exchanged 
solely for stock or securities in such 
corporation or in another corporation 
a party to the reorganization.” An 
immediate limitation is applied, in 
that the principal amount of securities 
received cannot exceed the principal 
amount of securities surrendered.” 
This limitation, and the receipt of 
other property, is then explored in 
Section 356. 

Each word of the provision should 
be scrutinized and, perhaps the punc- 
tuation. Cash, real estate, patents and 
an infinite variety of other tangible 
and intangible assets are excludable 
immediately from the “stock or se- 
curities” category and are clearly 
other property. However, the appli- 
cation of the provision is far from 
being free from doubt. Stock is easily 
defined, and it will be discussed later. 
The term “securities” is a different 

* For example, Rev. Rul. 54-499, 1954-2 
CB 150; Rev. Rul. 57-465, 1957-2 CB 250. 

* Rev. Rul. 55-45, 1955-1 CB 34. 

* Sec. 354(a) (2). 

* Proposed Reg. Sec. 1.317-4. 
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matter. The Code nowhere defines the 
word ; the regulations merely say what 
it is not. Common definitions do not 
apply. The immediate juxtaposition 
of the terms “stock” and “securities” 
quoted above with the disjunctive, 
clearly indicates that stock is not a 
security for this purpose. The refer- 
ence to “principal amount” of securities 
in Section 354(a)(2)(A) suggests that 
a stated face value is required. But this 
phrase is not repeated in subsection 
(B) where reference is merely to 
“such securities.” 

Proposed regulations under Part 
I of Subchapter C attempted a defini- 
tive exposition of the terms,*° but this 
ambitious project was abandoned. 
All that survived was the provision * 
that “stock rights or stock warrants 
are not included in the term ‘stock 
or securities.’”” The courts have de- 
voted a great deal of effort to defini- 
tions, many of which were summed up 
in Camp Wolters Enterprises, Inc.,®* 
worthy of quotation: 

“The test as to whether notes are 
securities is not a mechanical deter- 
mination of the time period of the 
note. Though time is an important 
factor, the controlling consideration 
is an over-all evaluation of the nature 
of the debt, degree of participation 
and continuing interest in the busi- 
ness, the extent of proprietary interest 
compared with the similarity of the 
note to a cash payment, the purpose 
of the advances, etc. It is not neces- 
sary for the debt obligation to be the 
equivalent of stock since section 112 
(b)(5) [of the 1939 Code] specifically 
includes both ‘stock’ and ‘securities.’ ” 

The Tax Court, in cataloging earlier 
decisions, pointed out that 3%4-month 
notes, 12-month notes, demand notes, 
and notes for a three- to five-year 


* Reg. Sec. 1.354-1(d). 

"CCH Dec. 20,430, 22 TC 737, aff'd, 56-1 
ustc § 9314, 230 F. 2d 555 (CA-5), cert. 
den., 352 U. S. 826. 





term (where there was no apparent 
intent to invest) were not securities. 
On the other hand, mortgage bonds, 
ten-year unsecured notes, six-year 
bonds and 25-year scrip were identi- 
fied as securities. None of these are 
really equity securities, and since in 
each case intent was considered, the 
taxpayer is still without an objective 
guide in close cases. 

In any event, the 1954 Code has 
resolved certain difficulties by pre- 
cluding the tax-free receipt of secu- 
rities of greater principal amount than 
those surrendered. While adding little 
to the definition, we may expect some 
uniformity in a given situation. Section 
356(d) provides another interesting 
concept in this regard. Where the 
principal amount of securities received 
exceeds those surrendered, or none 
are surrendered, “boot” is computed 
as the fair market value of the princi- 
pal excess only. Thus, if a $5,000 
face amount bond with a basis of 
$2,500 is exchanged for $7,500 face 
amount of bonds, with a fair market 


value of $5,000, gain of $2,500 is 
realized, but only $1,666 (fair market 
value of $2,500 excess face amount) 


is recognized. Of course, the basis 
of the new bonds is only $4,166. 

Some other observations on “secu- 
rities” are in order. We have noted 
that rights and warrants are neither 
stock nor securities; hence, they are 
other property (which will be dis- 
cussed later). This is contrary to 
earlier rulings,** which, however, are 
presumably rendered obsolete by the 
acceptance of the present regulations 
by the courts. Where an employee 
exchanged his right to purchase stock 
(partially paid for) for paid-up stock 
in a recapitalization, he was found to 
be taxable.** In a recent proposed 
transaction which came to the writer’s 
attention, the “selling” stockholders 
asked for a “put” with respect to the 

*G. C. M. 2177, VI-2 CB 112; Special 
Ruling, January 27, 1937. 
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shares received in exchange for 100 
per cent of the stock of their corpo- 
ration, exercisable under certain cir- 
cumstances—sort of a trial marriage. 
It was suggested that such a right 
was probably boot, which made the 
transaction fully taxable. The de- 
mands were then altered to a mere 
return of their stock during an agreed 
period of time if the transaction proved 
unsuccessful. Is this right boot? If 
the right is exercised, they merely 
return to status quo. What has hap- 
pened in the meantime? Not even the 
option rules of Section 318(a) (3) can 
be invoked to help us decide that there 
has really been no exchange. Consider, 
as a digression, the accounting ques- 
tion: Is this a “pooling of interests”? 
Obviously, the ingenuity of many 
taxpayers in shaping novel transac- 
tions is still being exercised. 


Problems of Consideration— 
Type A Transactions 


We have already noted that securi- 
ties received in excess of securities sur- 
rendered is such “other property.” 
In examining the effect of “boot” in 
our field of combining reorganiza- 
tions, let us now limit our discussion 
to Type A transactions, reserving the 
argument on Types B and C. 


Mechanically, Section 354 exempts 
from taxation only the exchange of 
stock and securities. Section 356 sets 
forth the rules governing the taxa- 
bility of gain where other property 
(including “excess” securities) is re- 
ceived. Simply stated, gain is recog- 
nized, but only to the extent of money 
and the fair market value of other 
property received. Thus, in a merger, 
where stock with a basis of $5,000 
is exchanged for stock with a fair 
market value of $100,000 and $10,000 
cash, only $10,000 of the gain of 
$105,000 is recognized. 

* Goodhue, 36-2 ustc J 9535, 17 F. Supp. 86 
(Ct. Cls.), cert. den. 301 U. S. 686. 
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But what is the 
nature of the gain? Section 356(a) 
(2) leaves no doubt on one score 
at least as interpreted by the Service. 
Each distributee is taxable forthwith 
on his share of the undistributed earn- 
ings and profits of the transferor as 
a dividend—but not in excess of the 
gain. Contrast this with the effect 
of a liquidation, particularly in nego- 
tiations. For example, an individual 
has stock with a basis of $20,000, 
with an underlying fair market value 
of $50,000. His share of undistributed 
earnings is $20,000, equal to his share 
of the company’s cash. In a proposed 
merger, he is offered $30,000 worth of 
stock and $20,000 in cash. A liquida- 
tion would produce capital gain of 
$30,000; the merger will result in a 
$20,000 dividend. Of course, he de- 
cides to liquidate and sell the noncash 
properties, and runs into a host of other 
problems not here under discussion. 


Simple enough. 


Another matter is resolved by Sec- 
tion 356(e). Regardless of gain on 
the transaction, the fair market value 
of any nonexempt property received, 
with respect to Section 306 stock, is 
taxable under Section 301, generally 
as a dividend. 

We shall insert here a digression 
that is puzzling by its inclusion in 
the “boot” provisions. Under earlier 
law a more or less exact quid pro quo 
was required as a condition of a tax- 
free reorganization. We have ob- 
served that this requirement has been 
vitiated by the 1954 Code. But, tax 
avoidance appears in two aspects: 

(1) A son owns 10 per cent of a 
transferor’s stock, his father 90 per 
cent. The son receives 50 per cent of 
the stock of an acquiring corporation 
issued in an exchange. 

(2) A key employee owns 10 per 
cent of a transferor’s stock. He re- 
ceives 25 per cent of the stock of an 
acquiring corporation issued in an 
exchange. 
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Section 356(f) suggests that such 
transactions involve gifts or compen- 
sation, referring the eager reader to 
Section 2501, and Section 6l(a)(1), 
neither of which refer directly to the 
problem. Can the taxpayer gather 
any benefit from the inclusion of this 
provision under “receipt of additional 
consideration”? Do these related sec- 
tions apply when only stock is re- 
ceived? Obviously, the additional 
consideration—love and affection, or 
services—is given, not received. I 
fear the problem is not so simply 
settled. 

Another interesting aspect: Con- 
sider the effect of a partially taxable 
reorganization on a corporate share- 
holder. For reasons which are not 
apparent, the basis provisions of Sec- 
tion 301(d)(2) are not duplicated in 
Section 358(a)(2). A corporation 
which receives property as a dividend 
must record as its basis the lesser of 
its fair market value or the basis of 
the property to the distributor. If 
the “dividend” results from a reor- 
ganization, however, the basis 1s al- 
ways fair market value. 


Problems of Considerations— 
Types B and C Exchanges 


A discussion of securities and other 


property which can be received in a 


reorganization applies only to a Type 
A exchange. Consideration permitted 
to be received in a Type B or Type C 
exchange is more severely limited, 
and must comprise only voting stock 
of the acquiring corporation (a minor 
exception applies to a Type C ex- 
change which will be discussed in 
connection with liabilities assumed). 
Although this provision would seem 
painfully clear, a surprising amount 
of litigation has resulted which has 
not yet been fully resolved. 


Let us examine the extreme posi- 
tions taken in recent contests. In 
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Howard, et al. v. Commissioner,® the 
facts were as follows: Truax-Traer 
Coal Company issued 118,400 shares 
of its stock in exchange for 3,700 
shares of the stock of Binkley and 
purchased 915 shares for cash. (We 
may ignore the purchase of a minority 
interest in a Binkley subsidiary.) The 
petitioners received only voting stock 
for their Binkley shares. And 80.19 
per cent, in total, of the Binkley stock 
was exchanged for voting stock of the 
acquiring corporation. The Commis- 
sioner contended (1) that a reorgan- 
ization did not ensue and that the 
transaction was taxable, and (2) a 
new holding period for the Truax- 
Traer shares commenced with the 
date of exchange. The Tax Court 
sustained the Commissioner, and ap- 
peal was had to the Court of Appeals 
for the Seventh Circuit. That court 
reversed, finding, it is true, that a 
Type B reorganization did not take 
place under the 1939 Code.*® How- 
ever, the court found that “Congress 
intended that the transaction is to be 
considered separate and apart from 
the ‘boot’ received in determining 
whether it meets with the nonrecog- 
nition provisions.” Stress Wwas laid 
upon the fact that the minofity stock 
could have been redeemed, the court 
countered with the possibility of re- 
fusal, somehow implying that the 
acquiring corporation’s cash was more 
valuable. The court also pointed out 
the possibility of creating deductible 
losses on exchanges by obtaining a 
small amount of cash as well as vot- 
ing stock. Although this is hardly 
germane, it was introduced by way 
of history. The court also referred 
to “the only case directly involving 
the ‘solely’ issue . . . .” * and pro- 
ceeded to ignore the decision. 





* 57-1 ustc J 9232, 238 F. 2d 943 (CA-7). 
* 1939 Code Sec. 112(g)(1)(B). 

* Commissioner v. Air Reduction Company, 
2-2 ustc § 9598, 130 F. 2d 145 (CA-2), cert. 
den., 317 U. S. 681. 
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We come now to Turnbow.** The 
taxpayer exchanged all of the stock 
of International Dairy Supply Com- 
pany for common stock of Foremost 
Dairies, Inc. (worth $1,235,625) and 
$3,000,000 cash. The taxpayer re- 
ported the cash as recognized capital 
gain, although his total realized gain 
exceeded $4,000,000. The Tax Court, 
relying on Howard, sustained this 
position. The Court of Appeals for 
the Ninth Circuit immediately re- 
versed, finding that “. legislative 
history supports the Commissioner’s 
position.” The court reviews the same 
history, reaches a diametrically op- 
posite conclusion and does not bother 
to distinguish Howard. The reliance 
in that case upon the possibility of 
tax avoidance by creation of losses is 
dismissed. “For us to permit the 
possibility of tax avoidance . . . to 
control our construction would 
be to overrule the apparent judgment 
of Congress upon this very question.” 
On May 15, 1961, the Supreme Court 
granted certiorari, and the conflict 
between the Seventh and Ninth Cir- 
cuits may be resolved. 

Another recent case demands our 
attention. Carlberg v. U. S.*® involved 
a statutory merger (Type A), but the 
issue here pertinent concerned the defini- 
tion of voting stock. Long-Bell Lumber 
Company and Long-Bell Lumber Cor- 
poration were merged into International 
Paper Company. Certain litigation 
was pending against one of the trans- 
ferors, and 49,997 shares of Interna- 
tional were set aside as “Reserved 
Shares,” pending successful prosecu- 
tion of the suits involved. “Certificates 
of Contingent Interest” were issued 
to each Long-Bell shareholder, with 
regard to his ultimate rights in these 
shares. The government contended 


*61-1 ustc J 9148, 286 F. 2d 669 (CA-9). 
* 60-2 ustc { 9647, 281 F. 2d 507 (CA-8). 
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that these certificates were “other 
property” taxable as boot. As a mat- 
ter of fact, a ruling had been issued 
to this effect, finding that the value 
of the certificates constituted a divi- 
dend. The taxpayer boldly paid the 
tax, suing for refund in a district 
court, which denied the claim. The 
Court of Appeals for the Eighth Cir- 
cuit reversed, finding that “what the 
holder possessed was either stock or 
it was nothing.” Gregory * was cited 
as to the precedence of substance over 
form. It is interesting to note that 
the court found the government’s 
position inconsistent in that it did not 
attack fractional shares as boot as well. 


Consider the potential involved in 
the foregoing in both Type B and C 
reorganizations. The case appears to 
stand for the proposition that shares 
can be used to guarantee a balance 
sheet. Can they not also be used to 
guarantee the expectations of profit 
warranted by an optimistic seller. In 
light of Carlberg, there would seem to 
be no bar to so doing, although the 
Commissioner would undoubtedly 
question the transaction. 


The form of the transaction was 
closely scrutinized in Bausch & Lomb.” 
The taxpayer exchanged its voting 
stock for the assets of Riggs Optical 
Company, a 79.9488 per cent sub- 
sidiary. Of course, when Riggs was 
liquidated, Bausch & Lomb got back 
84,347 of the 105,508 shares it issued 
in the exchange. The Commissioner 
was upheld in holding that this was 
a liquidation, and that “substantially 
all” properties were not received for 
voting stock. Furthermore, the liqui- 
dation was taxable, since less than 
80 per cent of the stock of the sub- 
sidiary was held. The court denied 


“ Cited at footnote 25. 

“ 59-l‘ustc {[ 9468, 267 F. 2d 75 (CA-2). 

“1958-1 CB 188. 

“Howard v. Commissioner, 1932 CCH 
{ 9134, 56 F. 2d 781 (CA-6), cert. den., 287 
U. S. 619. 
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the contention that a Type C reorgan- 
ization consisted of two separate steps 
—the exchange and the liquidation. 
It also dismissed the contention that 
a mere | per cent interest would de- 
stroy the reorganization as “a far cry 
from the facts,” but it did not deny 
the contention. The court pointed out 
that a tax-free exchange could have 
been effected in a Type A merger. 
This has been held also in Rev. Rul. 
58-93,** in a similar factual situation, 
except that assets of the 79 per cent 
subsidiary were first transferred to 
another corporation for 100 per cent 
of its stock. Curiously, Section 368 
(a)(2)(C), permitting such transfer 
after the exchange, was applied on 
the theory that the “ultimate effect 
is practically the same.” Thus the 
specific reorganization rules. Form 
has also been disregarded where as- 
sets were sold for a note, and the 
note applied to an exercise of an 
option to acquire stock of the pur- 
chaser,*® and where shareholders of 


Corporation A purchased for cash 
stock of Corporation B, and B pur- 
chased assets of A.** 


One authority *° suggests an excep- 
tion: “Apart from very insignificant 
amounts allowable under a de minimis 
principle However, no au- 
thority is cited for this position. 


We have seen some valuable hints 
in the foregoing analyses. Losses 
simply do not arise from reorgan- 
izations. However, in Howard, fear 
was expressed that a small amount 
of cash could create losses in a Type 
B type reorganization, and in Turnbow 
this treatment was condoned. In 
Howard the Commissioner also sug- 
gested that the problem could be 
solved by a cash redemption of minor- 


“ Heller, 45-1 ustc 9169, 147 F. 2d 376 
(CA-9), cert. den., 325 U. S. 868. 

“Mertens, Laws of Federal Taxation, vol. 
3, p. 324. 





ity stock—presumably not as part 
of the plan. 

It may be well to adopt the pay- 
ment of a cash dividend—prior to 
the adoption of the plan, of course— 
where additional consideration is de- 
sired. The tax efforts of this approach 
could be fruitful, particularly if the 
dividend were to be paid to another 
corporation, or under such circum- 
stances that it might be nontaxable. 


Let us consider briefly the effect 
of the reorganization provisions on 
consideration given in a Type B ac- 
quisition. The surrender of securities 
is clearly implied in Type A trans- 
actions ; the implication is also present, 
but to a much lesser degree, in Type 
C transactions. But Section 368(a) 


(1)(B) provides for “the acquisition 

. of stock of another corporation.” 
Suppose the stockholders of the ac- 
quired corporation also hold bonds 
that are to be extinguished, or that a 
cash purchase of shares of the acquir- 
ing corporation is a part of the plan? 


Is the plan severable? No authorities 
have been found on this point. Be- 
cause of the generally strict interpre- 
tation of the provisions—when it is 
to the taxpayer’s disfavor—it may be 
well to dispose separately of these 
matters. 

It is obvious that the provisions with 
regard to Type B and Type C reorgan- 
izations are very strict. H. R. 4459 
proposes that, in both cases, a reor- 
ganization would be tax free if 66% 
per cent or more of the consideration 
received consists of stock of the ac- 
quiring corporation. Observe that it 
is not suggested that voting stock be 
required. 


Problems of Consideration— 
Liabilities 
The presence of liabilities in a re- 
organization creates a problem in cer- 
“Sec. 357(c)(1)(B) applies to Type “D” 


reorganization only. 
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tain situations. In general, Section 
357 provides that the assumption of 
liabilities by a party to an exchange 
shall not be considered as additional 
consideration. Exceptions to this rule 
provide, first, that liabilities in excess 
of basis of property transferred shall 
be taxed to the extent of such excess. 
This exception does not apply to Type 
A or Type C transactions,** presum- 
ably since no shareholder will benefit. 
It also does not apply to Type B 
reorganizations, where assets are not 
transferred between corporations. What 
results if the stock exchanged is sub- 
ject to a liability—-whether or not in 
excess of basis? There would appear 
to be no tax effect. This leads, how- 
ever, to the second exception. If the 
principal purpose of the assumption 
was tax avoidance, the total liability, 
not merely the excess, is taxable con- 
sideration. The regulations do not 
extend the concept or its definition. 


Liabilities assumed also condition 
a minor exception to the “solely for 
voting stock” rule in a C reorganiza- 
tion. This is of such minor proportion 
in the tax spectrum that we shall only 
mention that Section 368(a)(2)(B) 
permits consideration to consist of 80 
per cent voting stock and 20 per cent 
other property (even cash), providing 
all liabilities assumed shall also be 
counted other property. 


Problems of Consideration— 
Preferred Stock 


We have suggested throughout our 
discussion the strictness of the re- 
organization provisions. A note of 
flexibility appears when the uses of 
preferred, stock are considered. We 
have already seen that preferred stock 
is not a “security,” even if it is non- 
voting and redeemable. We should 
also note that preferred stock can be 
voting stock, even if the comparative 
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par values of preferred stock may 
result in only a small dilution of exist- 
ing control. B and C reorganizations 
can thus be made more palatable to 
an acquiring corporation. Of course, 
due regard must be maintained for 
the “business purpose” and “continu- 
ity” rules. Nevertheless, unless a reck- 
less redemption follows too quickly, 
the use of voting preferred stock will 
generally permit a tax-free reorgan- 
ization. 


It should also be noted that dis- 
tribution of exempt stock in a re- 
organization, with respect to dividends 
in arrears on preferred stock, are not 
taxable as dividends.*’ Compare this 
with the rules with respect to stock 
dividends in payment of preferred 
dividends for the current and preced- 
ing years.* 


Special problems inevitably arise, 
however, when a tax planning tool 
appears attractive. You will recall 
that preferred stock may in itself 
bear a certain taint. It is not our inten- 
tion here to discuss “Section 306 stock,” 
but we must acknowledge the limita- 
tions imposed on the planning of 
reorganizations. 


Preferred stock—and certain com- 
mon stocks—received in a reorgan- 
ization in a manner “substantially the 
same as a stock dividend,” or in ex- 
change of Section 306 stock, has all 
of the undesirable characteristics we 
try to avoid. However, when pre- 
ferred is issued to the extinction of 
a common stock equity, the problem 
is generally avoided. 


The regulations *® add one more 
hardship. If additional consideration 
is received in a reorganization, it may 
be taxable as we have seen. We have 
also noted that distributions with re- 
spect to Section 306 stock are taxable 


Where both 306 stock 


“See, for example, Thermoid v. Commis- 
sioner, 46-1 ustc § 9274, 155 F. 2d 589 
(CA-3). 


as dividends. 
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and non-306 stock are surrendered, 
the Commission feels, without appar- 
ent statutory authority, that any “other 
property” received must first be allo- 
cated to the tainted stock. 


Problems Arising Under Section 381 


The Internal Revenue Code of 1954 
introduced—or attempted to solve— 
a host of problems concerning reorgan- 
izations. Section 38l(c), as subse- 
quently amended, treats of 22 separate 
tax accounting problems arising in 
combining reorganizations. One, the 
abortive provision, with respect to 
prepaid income, was discarded when 
exigency of the revenue won out over 
accounting principles. All of these 
provisions are intended to place the 
successor corporation in the shoes of 
the predecessor with regard to certain 
tax attributes. Eighteen of these provi- 
sions (for example, inventory methods, 
depreciation methods, installment meth- 
ods) may be considered of limited 
significance (although not of limited 
complexity compared to the other 
forms), and are not discussed herein. 
Nevertheless, it is suggested that the 
tax practitioner consider each of them 
in a given transaction. 

Before discussing the remaining 
problems, it is important to note 
their application. These rules come 
into play only when, for practical 
purposes, the transferor corporation 
disappears.°° Thus, we are here con- 
cerned only with Type A and Type C 
reorganizations. The rules do not 
apply to Type B reorganizations, and 
we are not discussing here liquida- 
tions under Section 332 nor Type D 
reorganizations. The operating rules 
set forth in Section 381(b) describe 
timing. The taxable year of the trans- 
feror ends on the date of transfer. 
This date is defined in subsection (2) 

* Code Sec. 305(b) (1). 


” Reg. Sec. 1.356-4. 
® Code Sec, 381(a). 





and: in regulations promulgated in 
accordance therewith. The regula- 


= 


tions ** (which required 5% years to 
perfect), provide that this date shall 
be the date on which the transfer is 
completed, or the date upon which 
substantially all the assets are dis- 
tributed and the transferor ceases 
operations other than winding up. 
This semi-elective date is available 
only if a prescribed statement is at- 
tached to a timely filed return. It 
is important that this statement be 
furnished if the date is significant, 
since the alternative is extended only 
by administrative fiat. The regula- 
tions also provide that if the transferor 
corporation continues to exist (as in 
a Type C transaction), a new taxable 
year ensues beginning with the date 
after the transfer and ending with the 
original fiscal year. 

The most discussed provision of 
Section 38l(c) is that concerning 
operating losses. A few general ob- 
servations are appropriate here. In 


the first place, the timing of signifi- 
cant losses must be considered in plan- 
ning a reorganization.”? The acquiring 
corporation can not carry back losses 


of the transferor. Consequently, if 
substantial continuing losses are antici- 
pated, the reorganization should be 
accelerated. In addition, the continued 
availability of losses is affected by 
the date of transfer. A merger one 
day before the end of the surviving 
corporation’s fiscal year wastes 364 
days of carry-over. 

In the second place, the form of 
consideration to be used in a trans- 
action may be determined in part by 
the significance of losses. Section 382 
(b) provides that losses of the trans- 
feror shall be scaled down (to the 
extent) that the shareholders of the 
loss company receive less than 20 per 

* Reg. Sec. 1.381(b) and (c). 

*Secs. 381(b)(3), (c)(1); 


1.381(c) (1). 
% Sec. 382(c). 
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cent of the fair market value of the 
outstanding stock of the transferee of 
the assets, excluding nonvoting pre- 
ferred stock. This presents the possi- 
bility of increasing the loss carryover 
by substitution in an exchange, as for 
example giving voting redeemable 
preferred stock instead of debentures.** 


Let us now consider earnings and 
profits. If the transferor and transferee 
corporations both have accumulated 
profits, or both have deficits, no prob- 
lem ensues. The two accumulations 
are combined and are available for 
taxable dividends. Compare this with 
the accounting rules with respect to 
business combinations. But if either 
has a deficit, one quickly discovers 
why it took 6% years to propose 
regulations which are still not adopted. 
The tax avoidance problem is appar- 
ent. A profitable corporation could 
acquire a “deficit” corporation, and 
pay tax-free dividends after applying 
the acquired deficit to reduce its sur- 
plus, or vice versa.** 

The Code and regulations provide © 
that a deficit of either corporation 
can be applied only to offset earnings 
and profits realized after the transfer. 
This severely limits tax avoidance, 
but does not eliminate it in certain 
cases for the patient taxpayer willing 
to wait for his benefits. Query: Is 
Section 269 a further limitation? The 
proposed regulations add, without 
statutory warrant, that: “In no event, 
however, should the deficit of 
the transferor corporation be 
taken into account in determining 
earnings and profits of the acquiring 
corporation for the taxable year . 
of . . . transfer.” The operating 
rules, however, propose that the earn- 
ings and profits of the acquiring cor- 
poration for the year of transfer shall 


“See Commissioner v. Phipps, 49-1 ustc 
7 9204, 336 U. S. 410, 69 S. Ct. 616. 

® Sec. 381(c)(2)(B); Proposed Reg. Sec. 
1.381(c) (2). 
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be prorated between pre-transfer and 
post-transfer periods on a daily basis. 


Furthermore, it is required that the 
acquiring corporation maintain two 
earnings and profits accounts after 
the transfer. In one is to be preserved 
the earnings and profits of all cor- 
porations party to the reorganization 
having earnings and profits at date 
of transfer, and earnings of the ac- 
quiring corporation for the current 
year, prorated as noted above. In 
the other, all deficits are to be gathered. 
Subsequent earnings will be credited 
to the deficit account, and distribu- 
tions will be charged thereto to the 
extent of any balance. The excess of 
distributions will be charged to the 
first account. It is significant that 
earnings and profits for the current 
year are prorated to the date of dis- 
tribution in the examples given. 


Finally, it is proposed that any 
distribution in the reorganization tax- 
able as a dividend to the shareholders 
of the transferor shall be applied to 


reduce the earnings and profits carried 
over to the acquiring corporation. 
This follows whether the distribution 
is made before or after the transfer. 
We have already seen that this amount 
is limited to the gain taxable, despite 
the fact that the distribution may be 
otherwise equivalent to a dividend. 
Tax saving possibilities may thus still 
exist. For example, high basis stock 
is received from an estate. The cor- 
poration is “cash heavy,” and a divi- 
dend is desirable. Instead, merge the 
corporation into another, taking a 
large amount of cash. The effect? 
Cash is received tax-free. 


The last problem to be considered 
under Section 381 is the method of 
accounting prescribed by subsection 
(c)(4). Here again, confusion is such 
that regulations were not proposed 
until December 29, 1960, and are not 


* Proposed Reg. Sec. 1.381(c)(2)-1(c). 
* Proposed Reg. Sec. 1.381(c)(4)-1. 
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yet final. This is particularly signifi- 
cant, since problem areas are to be 
resolved by regulations “prescribed 
by the Secretary or his delegate.” 
Three situations are contemplated by 
the proposed regulations.” 


(1) No difference in accounting 
method employed by the transferor 
and the acquiring corporation. 


This creates no problem. The sev- 
eral corporations are merely combined 
without any accounting adjustments, 
at the time of transfer, or subsequently. 
Happily, one question is seemingly 
resolved by this concept. Does the 
rule of Jud Plumbing ** apply in case 
of a merger or in the case of a liquida- 
tion of a subsidiary? Examples in the 
regulations indicate that a cash-basis 
taxpayer may transfer income to a 
successor. The fruit goes with the 
tree. 


(2) Separate business. 


Again no problem exists. If the 
separate businesses of the transferor 
and transferee are maintained, no ad- 
justment is required. However, this 
does not apply to items common to 
both businesses. Elections previously 
made are binding and need not be 
renewed. 


(3) Integrated businesses. 


And now we're in trouble. If the 
parties to a reorganization combine 
their operations in a joint business, 
and if they previously employed dif- 
ferent methods of accounting with 
respect to items transferred, adjust- 
ments are required immediately. The 
“principal method of accounting” is 
to be used if (1) it clearly reflects 
the income of the acquiring corpora- 
tion, and (2) the Commissioner could 
have permitted a change to this method 
by any party to the reorganization. 
If the last condition is not met, then 
the Commissioner must determine the 


* 46-1 ustc J 9177, 153 F. 2d 681. 





appropriate method. This would ap- 
pear a striking contradiction in terms. 


“Principal method of accounting” 
is loosely defined—it is a “facts and 
circumstances” situation. In general, 
total assets, gross sales, net profit, 
and net worth of the constituent cor- 
porations are to be compared for a 
representative period to determine the 
dominant procedure. However, different 
tests may be applied to specific items. 
Consider bad debts. Here, only sales 
on account, accounts receivable and 
bad debt expenses will be compared. 
Assume that the charge-off method 
is found to be predominant, and that 
one corporation has a $50,000 bad debt 
reserve. The reserve is added to the 
income of the acquiring corporation 
in the period following the transfer. 
All adjustments are to be made as 
if the taxpayer initiated the change, 
“since the corporations voluntarily 
entered into the transaction.” 

If no principal method of account- 
ing is discernible, the Commissioner 
is asked to referee. Differences of 
opinion with examining agents may 


occupy practitioners’ time for quite 
a while. 


Inventories, as a factor in account- 
ing, are separately treated in Section 
381(c)(5), and proposed regulations 
achieve approximately the same re- 
sult as set forth above. 


Conclusion 


It seems appropriate to conclude 
our lengthy list of problems with 
those pertaining to accounting mat- 
ters. The list has not been exhaustive, 
but exhausting. We have recognized, 
only briefly, that a tax-free reorgan- 
ization is not always desirable. Every 
practitioner recognizes that in many 
cases losses should be realized and 
a reorganization avoided. We have 
touched only occasionally on the many 
basis problems inherent in reorgan- 
izations. Nevertheless, the list is formid- 
able. However, we have seen the 
problems presented are not insur- 
mountable and with careful planning 
corporate combinations can be profit- 
ably consummated. [The End] 


A New Look at Dollar-Value LIFO 
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HE HISTORY of the use of 

the “Last-In-First-Out” inventory 
method (LIFO method) for federal 
income tax purposes has been marked 
by a series of skirmishes. These 
skirmishes have resulted in a gradual 
*” Proposed Reg. Sec. 1.381(c) (4)-1(c) (1). 
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liberalization by the Commissioner of 
the rules defining the permissible 
scope of the method and the computa- 
tional techniques which might be em- 
ployed. In the Revenue Act of 1938, 
Congress authorized use of the LIFO 
method, but restricted its application 
to raw materials of certain types used 
by tanners and nonferrous metal proc- 
essors.' The Revenue Act of 1939 
extended the right to use the “elective 
method” to all taxpayers and to any 


*1938 Act, Sec. 22(d). 
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type of inventory.? The Tax Court 
entered a decision in 1947 which up- 
held the taxpayer’s right to use the 
LIFO method in conjunction with 
the retail inventory method commonly 
employed by department and variety 
stores.* Shortly after this decision, 
the Tax Court again ruled against 
the Commissioner in a case involving, 
in effect, the application of the dollar- 
value LIFO method to certain inven- 
tory classifications developed by a 
wholesale grocer.* Following these 
cases, the regulations were amended 
to permit the use of the retail LIFO 
method ® and the dollar-value LIFO 
method.® In fact, the latter amend- 
ment actually permitted the use of 
any method of computation estab- 
lished to the “satisfaction of the Com- 
missioner as reasonably adaptable to 
the purpose and intent” of the statute, 
and this broad authorization is carried 
over into the present regulations.’ 


Thus it may be observed that from 
the first tentative beginnings of LIFO 
usage for tax purposes in 1938, re- 
stricted to certain narrowly defined 
inventory items, the permissible scope 
of the LIFO method has been broad- 
ened to include all inventories of all 
taxpayers and the methods of com- 
putation allowable have been expanded 
from a strict quantity computation 
for each item of inventory to the 
liberal approach of the dollar-value 
LIFO method. Not until 1961, how- 
ever, were regulations covering the 
dollar-value method finally adopted, 
approximately 50 days after being 
proposed on December 1, 1960.° It 
is primarily with these new regula- 
tions that this article will deal. A 
brief review of the principles and 
practices of the LIFO method may 





* 1939 Code Sec. 219. 

*Hutzler Brothers Company, CCH Dec. 
15,547, 8 TC 14. 

*Edgar A. Basse, CCH Dec. 16,264, 10 TC 
328. 
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be helpful before examining the new 
regulations in detail. 


LIFO Inventory Method 

LIFO expresses the financial con- 
cept that the most recently purchased 
(or produced) units of an inventory 
item are those which are sold first. 
Thus, proponents of the method con- 
tend that profits are more realistically 
determined by matching current costs 
against sales and that, as a result, 
not only income taxes but dividends, 
wage increases and reported earnings 
can be properly stated or evaluated 
in terms of current price levels with- 
out distortion due to variation in the 
purchasing power of the dollar. In 
short, it is hoped that the method will 
eliminate “paper profits” due to price 
appreciation of the same quantity of 
inventory. 

To adopt the LIFO method for 
federal income tax purposes, Form 
970 must be completed and filed with 
the return for the year in which the 
method is first used, and the taxpayer 
for such year and subsequent years 
must use the method for the pur- 
poses of annual reports to share- 
holders, creditors and other interested 
parties.? Thus, although a decision to 
elect the LIFO method for tax pur- 
poses may be deferred by obtaining 
extensions of time for filing the proper 
return, an annual report released prior 
to filing the return will have to reflect 
the use of the LIFO method in order 
to avoid: foreclosing the opportunity 
to elect. Furthermore, as a condition 
to use of the method, the Commis- 
sioner will require adjustments to the 
opening inventory in the year of 
change (as these must be stated at 
cost) and corresponding changes to 





°T. D. 5605, 1948-1 CB 16. 

*T. D. 5756, 1949.2 CB 21. 

* Reg. Sec. 1.472-1(1). 

*T. D. 6539, January 19, 1961. 
*Reg. Secs. 1.472-2(e), 1.472-3. 





the closing inventory in the preced- 
ing year to restore to income any 
write-downs to market in that year.”® 


A taxpayer electing the LIFO method 
must specify on Form 970 the partic- 
ular inventory items which are to be 
valued at LIFO." The taxpayer has 
substantial leeway in this regard, and 
may include or exclude various cate- 
gories of materials as well as direct 
labor and burden. This discretion is 
subject to the Commissioner’s right 
to require the inclusion of items where 
necessary to achieve a clear reflection 
of income, New items 
may be placed under the LIFO method 
by a supplementary application in a 
later year. 


however. ™ 


As a practical matter, adoption of 
the LIFO method is premised prim- 
arily on a management decision that 
a continuing trend of price level in- 
creases can be expected and that 
inventory quantities of items placed 
on LIFO will remain at a normal 
event, will not be 
subject to marked reduction. These, 
as well as other considerations, will 
be examined in greater depth in con- 
nection with our study of the new 
regulations. It will be assumed for 


level or, in any 


purposes of this paper, unless other- 
wise noted, that the price level is 
continuously rising. 


* Code Secs. 472(b)(2), 472(d). 

™ Reg. Sec, 1.472-2(a). 

* Reg. Sec. 1.472-3(c). 

* The regulations permit an increase in 
inventory to be valued by one of the fol- 
lowing methods, as long as the method 
adopted is used consistently thereafter: 

(a) Average cost of acquisitions during 
the period. 

(b) The cost of the same number of units 
last acquired during the period. 

(c) The cost of the same number of units 
first acquired during the period. 

(d) Any other method which clearly 
reflects income (in the opinion of the Com- 
missioner). 
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Specific Identification 
or Quantity Computation 

The original LIFO concept required 
that each item in inventory (subject 
to some consolidation in the case of 
slightly different qualities or sizes of 
an item) be treated separately. De- 
termination of the decrease or in- 
crease in the inventory of each item 
was handled on a quantity basis. For 
example, Item A on hand at the be- 
ginning of the first year of LIFO 
(1961) was 100 units at a cost of $1 
a unit. At the end of 1961, 110 units 
were on hand at an average cost of 
acquisition during the period of $1.20 
per unit. Quantities would be com- 
pared and the inventory valued at 
$112—the original 100 units at $1 per 
unit and the 10 additional units (the 
1961 “increment”) at $1.20 per unit." 
Increments at new costs are added 
during years in which the quantity 
increases. 


If the quantity decreases, incre- 
ments are “liquidated” and taken into 
the cost of goods sold in reverse order 
—that is, the latest year first. Once 
any part of an increment or of the 
LIFO base (the original quantity at 
the beginning of 1961 in our example) 
is liquidated, it does not reappear if 
quantities increase but is lost forever 
in the absence of specific statutory 
relief provisions.’* If quantities of the 
particular item are later increased, they 
are taken into inventory as an increment 


Reg. Sec. 1.472-2(d)(1). These same 
methods also apply to computations under 
the dollar-value LIFO method. Reg. Sec. 
1.472-8(e)(2) (ii). It should be noted that 
the average cost of acquisitions is not de- 
termined by reference to the average cost 
of units on hand at the end of the period, 
but of all units acquired during the period. 
John L. Denning & Company, CCH Dec. 
16,763(M), 7 TCM 980, rem’d on other 
grounds, 50-1 ustc § 9180, 180 F. 2d 288 
(CA-10). 

“There are no special relief provisions 
which would apply to LIFO inventories 
involuntarily liquidated at the present time. 
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at current costs and the advantages of 
the original low LIFO costs are not 
regained. This result is not peculiar 
to the quantity method, however, but 
applies in principal and with equal 
force to dollar-value or retail LIFO 
inventories. The practical effects of 
the principle and its influence upon 
choice of LIFO procedures will be 
commented upon later. 


As we have seen, the first statutory 
sanction for the use of LIFO re- 
stricted its use to certain simply- 
structured types of inventories such 
as tanners’ raw materials.*® Although 
the sanction was later extended to all 
types of inventories, as a practical 
matter the tremendous record keeping 
problem involved in computing and 
retaining LIFO base and increment 
data for the thousands or tens of 
thousands of separate items in a typi- 
cal industrial inventory largely pre- 
cluded use of the method for other 


than bulk raw materials.’® It is easy 
to see that the process of comparing 
inventory quantities and computing 
inventory decreases and increases in 


terms of base and increment costs 
could, for an inventory of 10,000 
items, involve as many as 30,000 or 


(Footnote 14 continued) 

These have generally applied to wartime 
periods of scarcity and delayed availability. 
Code Section 1321 avoids the harsh results 
which would otherwise follow from the 
involuntary liquidation of “base stock” in- 
ventory during any taxable year ending 
after June 30, 1950, and before January 1, 
1955, if wholly or partially replaced in a 
subsequent taxable year ending before Jan- 
uary 1, 1956. The “relief” was a two-edged 
sword, however, as it was accomplished by 
reducing (or increasing) the taxable income 
of the year of liquidation by the excess of 
the replacement cost over the original cost 
(or original cost, if greater, over replace- 
ment cost). Relief of this type can be 
looked for in future periods, if any, similar 
to, or greater in scope than, the Korean 
conflict. However, suggestions to extend 
the occasion for relief to shortages induced 
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40,000 arithmetical computations and 
comparisons. 


That this can not be the only major 
objection to the application of the 
specific identification, or quantity, 
method to a complex industrial or 
merchandising inventory is evident 
when the computing and data storage 
capacities of modern electronic de- 
vices are examined. A few minutes 
of conversation with an EDP expert 
will result in an assurance that stor- 
age of the mass of historical and 
current data, as well as the computa- 
tion of the LIFO inventory at year- 
end, is a simple matter for modern 
equipment. Assuming 100 _alpha- 
numeric digits are required on the 
average to describe the LIFO inven- 
tory status at year-end of each item 
of inventory, a typical tape reel could 
store such data for over 70,000 items. 
Furthermore, it would not be too 
difficult to program the current inven- 
tory procedure of the EDP center so 
that this information could merely be 
integrated at year-end with the prior 
year-end data, the LIFO inventory 
computed and printed, and the tape 
record of the year-end inventory sim- 
ultaneously updated. Besides, the com- 
putations involved in the application 





by strikes, for one, have not as yet received 
much serious consideration. 

¥ 1938 Act, Sec. 22(d). 

* Although a few hardy taxpayers adopted 
forms of the dollar-value or retail LIFO 
methods and successfully defended this use 
in court, as the Hutzler and Basse cases 
attest, this was of little except prospective 
comfort to other retailers who belatedly 
and unsuccessfully tried to throw back their 
LIFO bases to 1942 by filing elections, 
after the regulations were amended in 1948, 
for the year 1942. The elections were held 
not timely. The taxpayers would have 
adopted LIFO in the earlier years, but the 
Commissioner’s then attitude towards the 
retail-LIFO method deterred them. R. H. 
Macy & Company, 58-2 ustc J 9536, 255 F. 
2d 884 (CA-2); Carson, Pirie, Scott & Com- 
pany, 60-2 ustc J 9683 (DC II1.). 
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of the dollar-value method often are 
numerous and cumbersome and, in a 
complex inventory, are greately bene- 
fitted by EDP techniques. Here, 
again, the real villain is the possibility 
of liquidation. 


Dollar-Value LIFO Generally 

Essentially, the dollar-value method 
is a simpler, more practical method 
for valuing a complex, multiple-item, 
industrial inventory than the specific 
identification method. In addition, it 
reduces the possibility of a gradual 
erosion of the original LIFO base due 
to fluctuations in inventory quantities 
of specific items. 

The dollar-value method groups 
similar items in “pools,” treats the 
dollar value of all items in the pool 
at the beginning and end of each 
accounting period as the basis for 
LIFO computations, and applies the 


LIFO concept to the inventory by 
using increments and base inventory 
levels expressed in terms of dollars 
rather than quantities. The standard 
for determining increases or decreases 
in the level of each inventory pool 
is not actual item quantities, but is 
the increase or decrease in the dollar 
value of the inventory expressed in 
terms of an unchanging dollar—the 
“base year” dollar. Increments are 
then converted to current year costs 
by use of an index (or ratio, to use 
the term employed by the regula- 
tions). Perhaps to point up this differ- 
ence, and to make clear the workings 
of the dollar-value method, an example 
will be worth several hundred, if not 
thousand, words. Consider an inven- 
tory pool comprising two items, A 
and B. The LIFO method is adopted 
for 1961. The inventory make-up for 
various dates is as follows: 





Current 


Units Unit Cost Amount 
January 1, 1961 
Item A 


Item B 


2,000 
3,000 


$ 6,000 
12,000 


$3.00 
4.00 


December 31, 1961 
Item A 
Item B 


3,000 


‘ $12,000 
4,000 


20,000 


$32,000 


December 31, 1962 
Item A 3,000 5. $15,000 
Item B ,000 . 12,000 





“Current unit cost” represent the 
actual cost of the items most recently 
acquired. 

The dollar value of the pool at Jan- 
uary 1, 1961 (at “base year price’’) is 
$18,000. To compute the LIFO inven- 
tory value at December 31, 1961, each 
item in the inventory at that date is 
double extended, that is priced at both 
base year prices and end-of-year prices. 
The ratio between these values is the 
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$27,000 


index (which is used to value the 
1961 increment, if any). If at the 
end of a year, the value of the pool 
priced at base year cost decreases, in- 
crements are absorbed into cost of goods 
sold in reverse order (latest increment 
first). If necessary, part of the base 
year inventory is also absorbed into cost 
of goods sold. The “amount” of inven- 
tory increment or base absorbed is 
determined at base year costs; the 
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corresponding inventory “value” is 
computed by converting “amounts” 
to the various current year costs of 
the increments through applying the 
related index. These steps are illus- 
trated by the exhibit following. 

The illustration is simpler than 
actual computations which would be 
encountered in practice. In particular, 
a dollar-value LIFO inventory pool 
is often comprised of thousands of 
items and each pool might encompass 
several annual increments spread over 


a period of years in addition to the 
base year inventory. 

Despite its simplicity, analysis of 
the data which must be obtained, and 
the computations which must be 
made, in connection with the example 
will serve to introduce most of the 
major problems connected with the 
use of the method. In the discussion 
which follows, these problems will 
be considered in relation to their 
treatment under the new regulations 
as well as during the period prior to 
their issuance. 





Beginning inventory at LIFO 


Ending inventory at end-of-year prices 
Ending inventory at 1961 base prices 


(A: 3,000 x $3; B: 4,000 x $4) 
(A: 3,000 x $3; B: 2,000 x $4) 


Price index (line 2 + line 3) 


Jeginning inventory at 1961 base prices 


1962 
$26,960 
27,000 


$18,000 
32,000 


25,000 

17,000 
N/A 
25,000 


1,280 
18,000 


Increment Calculation 


Inventory increases at 1961 base prices (line 3 — line 5) 
Inventory increase at end-of-year prices (line 6 x line 4) 
Ending inventory at LIFO (line 1 + line 7) 


Decrease Calculation 


Inventory decrease at 1961 base prices (line 5 — line 3) 8,000 


Inventory decrease applicable to increments of: 


1961 
Base year 


Total 
Inventory decrease at prices of: 
1961 ($7,000 x 1.280) 
Base year ($1,000 x 
Total 


1.000) 


Ending inventory at LIFO (line 1 — line 11) 


7,000 
1,000 


8,000 


8,960 
1,000 
9,960 
17,000 





Pooling 

Only two items, A and B, comprised 
the pool in the illustrative computa- 
tion. A simple computation of the 
inventory at December 31, 1962, under 
the specific identification method re- 
sults in an aggregate valuation of 
$18,000 for the two items as compared 
to $17,000 under the dollar-value 
method. The specific identification 
computation results in a permanent 
loss of the low LIFO base for Item 
B (priced at $4 a unit) of 1,000 units. 


Dollar-Value LIFO 


Item A, however, retains an incre- 
ment of 1,000 units which is valued 
at the cost of such units during 1961, 
or $4 a unit. Hence, no change in the 
aggregate. Under the dollar-value 
method, however, the base year inven- 
tory is permanently reduced by $1,000 
due to the increase of 1,000 units in 
Item A ($3 base year price) and 
reduction of 1,000 units in Item B ($4 
base year price). 


Aha! the reader may say at this 
point, if liquidation is the villain cas- 
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tigated earlier, how then is the dollar- 
value method superior? Consider the 
taxpayer’s plight in this situation if in 
the following year (1963) the quantities 
of Items A and B are restored to their 
January 1, 1961, levels and current 
unit costs are $4 for A and $7 for B. 
The specific identification inventory 
will aggregate $21,000. The dollar- 
value inventory will be $18,555. The 
dollar-value taxpayer will report $1,445 
less taxable income for 1963. A simi- 
lar result will follow if the A units 
are replaced by B units because of 
technological advances. 


In short, annual fluctuations in 
quantity, some up, some down, among 
inventory items in a period of rising 
costs can gradually erode a specific 
identification LIFO base and result 
in continually higher inventory valua- 
tions. Thus, the purpose of electing 
LIFO is largely defeated. Similarly, 
a gradual change in the items com- 
prising the inventory will wreak the 
same havoc with the original, low 
LIFO base. Although this would 
indicate a theoretical preference for 
the dollar-value method, it next be- 
comes necessary to examine the effect 
of the regulations on the adoption of 
the method generally. 


Management will consider many 
factors in reaching a decision as to 
whether and when to adopt the LIFO 
method. Among these are price trends, 
inventory quantities and balance, and 
technological changes. A decision to 
adopt LIFO generally anticipates con- 
tinued price level advances on a broad 
front. Management will also attempt 
to time an election to coincide with 
a period of normal inventory quanti- 
ties, both in terms of amounts and 
balance. In particular, unusually low 
quantity levels of major items would 
be avoided. Management would also 
avoid electing LIFO when it could 

* Klein Chocolate Company, CCH Dec. 


23,617, 32 TC 437. This decision later was 
reopened and the taxpayer’s use of a single 
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be foreseen that unsettled economic 
conditions or technological advances 
might result in shortages of some 
items or in a radical change in the 
type and price of materials and other 
elements of cost entering into the 
product. 


Attempting to make the type of 
forecast indicated in the last para- 
graph on an item-by-item basis for 
a large and complex inventory and 
then evaluate the result and reach 
a decision could well be a staggering 
task. However, if the inventory can 
be divided into several pools, for 
example, or only one pool used, the 
job will be greatly simplified. Not 
only can anticipated price and quanti- 
ty trends be more readily predicted, 
but concern over availability of ma- 
terial, technological change and the 
mechanics of inventory balance will 
be greatly reduced by the averaging 
effect of treating a great number of 
items in a single pool. 


Prior to the issuance of the regu- 
lations, no definite guideline was 
available to taxpayers in the matter 
of pooling. To a large extent, the 
policies of local offices governed the 
latitude allowed a taxpayer in estab- 
lishing pools. In general, pools would 
be determined by segregating items 
into categories on the basis of simi- 
larity or common attributes which 
would make the groupings logical. 
Commonly accepted criteria were the 
type of material, the manufacturing 
process and the use made of the prod- 
uct by customers. However, the 
Commissioner could not be expected 
to approve the use of a single pool 
for the entire inventory of a taxpayer, 
regardless of the similarity of end 
products or raw materials. This is 
best illustrated by the recent Klein 
Cholocate case," in which the Tax 
Court upheld the Commissioners’ re- 


pool upheld on the basis of consistency. 
CCH Dec. 24,794, 36 TC —, No, 12. 
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fusal to permit the taxpayer to use 
a single dollar-value LIFO pool cov- 
ering its raw materials, work-in- 
process and finished goods. The reg- 
ulations now permit the taxpayer to 
use a single pool for a “natural busi- 
ness unit,” multiple pools, or, it would 
appear, a combination of the two."* 
In fact, the regulations require the 
use of natural business unit pools 
“unless the taxpayer elects to use 
the multiple pooling method.” 


An example may help to point up 
the differences between, and explain 
the requirements of, the various meth- 
ods of pooling. Consider a manufac- 
turer of folding card tables, chairs 
and utility tables. Permissible pool- 
ing might include the following: 


Natural business unit.—All of the 
manufacturer’s raw materials, work- 
in-process and finished goods, includ- 
ing all items entering into the entire 
inventory investment, would form a 
single pool. The existence of a natu- 
ral business unit is essentially a mat- 
ter of fact, state the regulations, which 
go on to offer some general principles 
of classification.*° These may be sum- 
marized as: 

1. Product line: A natural business 
unit will not encompass more than 
one product line, or two or more re- 
lated product lines. An example in 
the regulations requires separate pools 
for laundry devices and for radio and 
television sets, 


natural 


2. Scope of activity: A 
business unit ordinarily comprises all 
of the activities associated with what 
is normally considered a manufactur- 
ing enterprise—from purchase of raw 
materials to sale of the finished prod- 


uct. If all of the output of an inte- 
grated plant is sold to others, the 
plant obviously would constitute a 


* Reg. Sec. 1.472-8(b). 

” Reg. Sec. 1.472-8(b)(1). 

*® Reg. Sec. 1.472-8(b) (2). 

* Unless, of course, the plant was one of 
several, in different locations perhaps, which 
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natural business unit.**. However, the 
mere fact that, at a certain stage of 
production, some material is sold and 
some used by the taxpayer does not 
necessarily require recognition of a 
natural business unit. Neither is it 
essential that all steps be present, as 
in the case of a supplier plant or a 
processing plant which is part of a 
larger complex. Although the regula- 
tions are far from clear, it might be 
said that the key factor which distin- 
guishes a plant which is a natural 
business unit from one which is merely 
a step in a larger activity is whether 
the output of the plant is transferred 
to another plant which constitutes a 
separate and distinct division. The 
example given is of a taxpayer pro- 
ducing plastics in one plant, part of 
the production of which is transferred 
to a second plant making toys and 
part sold, both plants being operated 
as divisions. 


3. Treatment by taxpayer: The 
manner in which the taxpayer divides 
his business for internal management 
purposes will be accorded considera- 
tion. Separate profit and loss records, 
production facilities and processes are 
recognized factors, unless dictated 
purely from geographical considerations. 

In adopting the LIFO method, the 
taxpayer can restrict its application to 
all or a part of its raw materials only, 
either as such or extended to include 
the raw material content of work-in- 
process and of finished goods, subject 
to the Commissioner’s over-all author- 
ity to require the inclusion of other 
goods if necessary to clearly reflect 
income.** It is not entirely clear 
whether this freedom of selection is 
continued by the dollar-value regula- 
tions although this would appear to 
be the case, with modifications. Cer- 





manufactured the same or closely related 
products and which were all treated by the 
taxpayer as part of a single division or 
natural business unit. 


* Reg. Sec. 1.472-3(c). 
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tainly, as established by practice, se- 
lectivity in applying the dollar-value 
LIFO method was permitted prior to 
the regulations. In particular, many 
taxpayers did not extend their elec- 
tion to labor and burden (overhead). 
The regulations now require the use 
of a pool for each natural business 
unit (unless the taxpayer elects the 
multiple pooling method) and state 
that each such pool “consists of all 
items entering into the entire inven- 
tory investment including raw 
materials, goods in process and fin- 
ished goods.” ** Thus, if the taxpayer 
adopts the natural business unit as 
the basis for his pooling, he is 
barred from excluding any inven- 
tory cost element. Furthermore, the 
regulations might be interpreted as 
requiring that all natural business 
units of a business enterprise, if more 
than one exist, be set up as pools and 
placed on the dollar-value method if 
that method is adopted in the first 
instance. 


However, the regulations also author- 
ize the taxpayer to “elect to estab- 
lish multiple pools for inventory items 
which are not within a natural busi- 
ness unit as to which the taxpayer has 
adopted the natural business unit 
method of pooling . . .” * This lan- 
guage permits items which do not fall 
within one or more natural business 
units established by a taxpayer to be 
pooled into one or more “multiple 
pools,” which term will be defined 
shortly. This does not categorically 
resolve the question of whether a tax- 
payer may adopt a natural business 
unit pool for one product line and 
multiple pooling for another, unre- 
lated product line. If the regulations 
in this regard are to have any signifi- 
cance apart from their application to 
a taxpayer who elects multiple pool- 
ing for all of his inventories, however, 


23 Reg. Sec. 1.472-8(b) (1). 
72- 


* Reg. Sec. 1.4 
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8(b) (3) (i) (a). 
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it would appear that such a division 
is open to him. 

This view would also seem sup- 
ported by the treatment accorded 
similar types of goods which are in- 
ventoried (1) in two or more natural 
business units or (2) in natural busi- 
ness units and multiple pools. The 
regulations describe both cases and 
grant the Commissioner authority to 
apportion or allocate such goods among 
the various pools.** For example, if 
our hypothetical manufacturer was 
required to use two natural business 
unit pools, one for folding tables and 
chairs and one for utility tables, and 
if both required a certain gauge sheet 
steel for stamped parts, there would 
be a requirement for allocating the 
steel on hand between the pools. The 
allocation conceivably might be based 
on the ratio of usage of that type of 
steel between the two product lines. 
On the other hand, and this has been 
a particular concern of the Commis- 
sioner in the past when discussing 
principles of pooling, the taxpayer 
might attempt to arbitrarily allocate 
the steel so as to influence taxable 
income. 


Multiple pooling.—- The manufac- 
turer in our example might elect to 
use multiple pooling, heretofore the 
only method which the Commissioner 
could be relied on to accept. A typi- 
cal pool structure might appear thus: 

Pool 

Raw Materials 
Steel 
Plywood 
Aluminum 
Plastics 
Miscellaneous 


Work in Process and Finished Goods 


6 Folding chairs and tables 
7 Utility tables 

8 Direct labor 

9 Burden 


The above is a solution which 
would appear to conform to the guide- 


* Reg. Secs. 1.472-8(b)(1), 1.472-8(b) (3) 
(i) (a). 
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lines laid down by the regulations, 
which state: 

“Important considerations to be 
taken into account include, for ex- 
ample, whether there is substantial 
similarity in the types of raw mate- 
rials used or in the processing op- 
erations applied; whether the raw 
materials used are readily interchange- 
able; whether there is similarity in 
the use of the products; whether the 
groupings are consistently followed 
for purposes of internal accounting 
and management; and whether the 
groupings follow customary business 
practice in the taxpayer’s industry. 
The selection of pools in each case 
must also take into consideration such 
factors as the nature of the inventory 
items subject to the dollar-value LIFO 
method and the significance of such 
items to the taxpayer’s business op- 
erations.” *® 

The regulations permit the estab- 
lishment of a miscellaneous pool to 
cover items which can not properly 
be included in other pools, and which 
individually and in the aggregate are 
relatively insignificant in value com- 
pared to other items.** This could in- 
clude, for example, in the case of our 
manufacturer, paint, brass fastenings, 
bamboo and reed, rubber bumpers 
and caps and other minor items. 


Raw materials pools embrace all 
purchased items which become a com- 
ponent of the manufacturer’s prod- 
uct, and not merely such items as bar 
stock, sheet, wood planks and the 
like which are commonly thought of 
as raw material. For example, the 
“steel” pool in the type pool structure 
previously set out could include 
screws, nails, corner braces and other 
finished articles fabricated of steel. 

It may be noted that the type pool 
structure was constructed on what 
may be termed a “horizontal” or 
“layer” principle. Raw materials were 


* Reg. Sec. 1.472-8(b) (3) (i) (a). 
™ Reg. Sec. 1.472-8(b)(3)(i)(d). 
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, 


divided into pools, but their identity 
did not survive into processed items. 
These were classified into separate 
pools based perhaps more upon simi- 
larity of manufacture or use than 
upon raw material content. Labor and 
burden comprised separate pools. 
This method is more widely used than 
the “raw materials content” approach, 
probably as it is easier to handle from 
a practical standpoint. Under the 
“raw materials content” method, also 
authorized by the regulations,” spe- 
cific raw materials are identified and 
pooled regardless of the stage of proc- 
essing at which they may be found. 
In general, this method is more dif- 
ficult to utilize in that it requires seg- 
regation of the cost of the various 
materials present in manufactured 
goods, both in-process and finished. 
All that need be known under the 
layer method is the aggregate cost 
of materials in each product as it 
moves through production. This is 
available, ordinarily, as a single fig- 
ure from the standard cost cards for 
each part, component or assembly. 
(Under both methods, direct labor 
and burden are treated as separate 
pools.) 

Obviously, in order to adopt any 
of the described methods the taxpayer 
must have a sophisticated cost sys- 
tem to back up his pooling and pric- 
ing. In a manufacturing enterprise 
of any scope and complexity, this 
would usually call for a standard cost 
system combined with punched card 
or computer applications. Where this 
exists as a minimum, little difficulty 
should be encountered in establish- 
ing procedures acceptable to the serv- 
ice under the natural business unit or 
multiple pool methods of inventorying. 


Computations 


The basis computations required 
under the dollar-value LIFO method 





* Reg. Sec, 1.472-8(b) (3) (ii). 





have been previously outlined. Mod- 
ern data processing systems are largely 
responsible for enabling manufactur- 
ers with complex inventories to adopt 
the method. However, even with such 
powerful tools the pricing of an in- 
ventory is not merely a mechanical 
process. The regulations now cover 
in detail several problem areas which 
were formerly undefined and subject 
to local office interpretation. 


The first and most significant rule 
laid down is that the so-called “link- 
chain” index will not be acceptable 
unless other approved methods are 
impracticable or unsuitable. Appro- 
val is given the double extension and 
statistical index methods.*® The 
double extension is the preferred 
method, under which all of the items 
in each pool are priced at both 
base-year and current-year costs. The 
statistical index method involves com- 
putation of an annual index for each 
pool (expressed, again, in terms of a 
percentage of base-year costs) by 
sound and consistent statistical meth- 
ods. The “link-chain” method in- 
volves the computation of an annual 
percentage change expressed in terms 
of the ratio of beginning-of-year and 
end-of-year costs. By applying these 
on an accumulative basis, an index 
relating back to base-year costs is ob- 
tained. The advantage of the link- 
chain method is that inventory items 
are double extended in terms of costs 
which are not over one year removed 
from the current year end. However, 
the procedure tends to cumulate and 
magnify errors introduced in each 
year’s inventory, and this is not favor- 
ably received by the Service. 


Although the regulations do not 
spell out in detail the mechanics of 


the statistical index or link-chain 

methods which will be acceptable, 

they do permit the taxpayer to re- 

quest approval of the appropriateness 
* Reg. Sec. 1.472-8(e)(1). 


* See footnote 29. 
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of his method by submitting such re- 
quest to the Commissioner within 90 
days of the beginning of the first tax- 
able year in which it is desired to use 
either method. In any event, a tax- 
payer using such methods must sub- 
mit a detailed statement describing 
his procedures with his return for the 
first taxable year beginning after De- 
cember 31, 1960, in which either 
method is used. A copy of the state- 
ment must also be filed with the Com- 
missioner at Washington, D. C.*° 


As might be expected, a taxpayer 
who finds it practical to double-extend 
his entire inventory is given a detailed 
explanation of the method in the reg- 
ulations.** Noteworthy therein is the 
choice of treatment accorded the cost- 
ing of items appearing in inventory 
for the first time subsequent to the 
base year. For example, a plastic 
gear case is used for the first time in 
1963 by our 1961-base-year manufac- 
turer in a special type of utility table. 
This item is custom molded. In a 
double-extended inventory a base-year 
cost must be established for the item. 


It would have been the practice to 
require that a “base-year cost” be 
constructed for the item, using the 
current-year index for that purpose if 
all other methods fall short. In some 
cases, the base-year cost is readily de- 
termined by reference to price lists of 
that year; in others it must be com- 
puted by reference to standards then 
in effect or by other suitable means. 
The regulations now require the use 
of the current-year cost as the base- 
year cost unless another cost can be 
determined to the satisfaction of the 
Commissioner by one of the methods 
noted. Also, if a cost can be recon- 
structed or otherwise determined for 
an intermediate year, but not for the 
base year, that cost can be used as 
the base-year unit cost.** In a rising 
cost era, it will usually be advan- 


™ Reg. Sec. 1.472-8(e) (2). 
* Reg. Sec. 1.472-8(e) (2) (iii). 
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tageous to reconstruct a base-year 
cost if at all possible. 

Finally, the regulations prescribe 
detailed computational techniques for 
the taxpayer who changes from an- 
other LIFO method to the dollar- 
value method,** or who is permitted 
or required to change his method of 
pooling.** Little purpose would be 
served in discussing these techniques 
in detail. The first described change 
involves a year-by-year addition of 
base-year inventories and increments 
of the specific items that are now 
being combined (or recombined) into 
new pools. The second described 
change can involve a separation’ of 
pools, in which case each item in each 
present pool must be allocated to one 
of the new pools, after which the 
base-year cost and annual increments 
of the present pool are divided into 
proportion to the base-year costs (of 
the current item composition) of the 
new groupings. If the change involves 
a combining of pools, a year-by-year 
addition of the base-year costs and 
LIFO values is effected and the per- 
tinent ratios recomputed. The regu- 
lations also specify the manner of 
computation where the pools to be 
combined have different base years.*® 


Changes in Method 

A taxpayer may adopt the LIFO 
method, either specific identification 
or dollar-value, by using that method 
in the return filed for the year in 
which elected, by attaching Form 970 
properly completed and by meeting 
certain other conditions laid down in 
the regulations.*° The new dollar- 
value regulations do not change this 
procedure other than by requiring a 
one-time inclusion of special support- 
ing data with their return by tax- 
payers using a statistical index or 


* Reg. Sec. 1.472-8(f). 

* Reg. Sec. 1.472-8(g). 

* Reg. Sec. 1.472-8(g) (2) (iv). 
* Reg. Secs. 1.472-2, 1.472-3. 
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link-chain method of computation.* 
This would include taxpayers adopt- 
ing dollar-value LIFO and using 
either device as well as those already 
on LIFO and either adopting or using 
such a device. Like any other ac- 
counting method, an election to use 
the LIFO method is irrevocable and 
must continue to be used unless per- 
mission to change is given by the 
Commissioner.*® 


However, the regulations do define 
several situations with reference to 
the dollar-value method which consti- 
tute a change in accounting method. 
In general, a change from another 
LIFO method to the dollar-value 
method requires the consent of the 
Commissioner.*® Any change requir- 
ing consent must be applied for in 
accordance with Section 1.446-1(e) of 
the regulations. Consent need not be 
obtained, however, if the taxpayer is 
already on LIFO and adopts the 
dollar-value method but continues to 
use the same pools as under the other 
LIFO method. This last circumstance 
must be met rather rarely. 


Methods of pooling authorized by 
the regulations are treated as meth- 
ods of accounting. These authorized 
methods may not be changed subse- 
quent to their adoption “unless a 
change is required by the Commis- 
sioner in order to clearly reflect in- 
come, or unless permission to change 
is granted by the Commissioner 

.” # The regulations do not detail 
the procedure to be followed in the 
case of a taxpayer not using one of 
the authorized methods of pooling. If 
a method of pooling is a method of 
accounting, however, presumably all 
of the vast and complex network of 
decisions and Code provisions which 
attend changes in accounting method 


“” Reg. Sec. 





would apply. It may be anticipated 
that few problems will arise, how- 
ever, as most taxpayers presently on 
the dollar-value method are using a 
multiple pooling method which will 
have been reviewed and approved by 
at least the local office LIFO special- 
ist. Distortions of the announced prin- 
ciples of pooling in existing situations 
which are of sufficient magnitude to 
require corrective action initiated by 
the Commissioner undoubtedly will 
continue to be rare. 


In any event, the procedures set 
up by the regulations obviate the 
worst of the problems which ordinar- 
ily surround changes in accounting 
method. Variations in taxable income 
resulting from the separation or com- 
bining of pools would seem to have 
prospective effect only, as the me- 
chanics of separation and combination 
do not change the aggregate base 
year inventory or increments which 
exist as of the date of change.** Al- 
though the ending LIFO inventory 
for the taxable year preceding the 
change must be restated under the 
new method of pooling, this will have 
no substantive effect on taxable in- 
come. Only as liquidating variations 
in the composition of the inventory 
occur in later years will comparative 
differences in income between the 
methods of pooling occur. 

Taxpayers now using the dollar- 
value LIFO method are given a one- 
time opportunity to change their 
method of pooling without consent 
for their first taxable year ending 
after April 15, 1961. In order to effect 
the change, a statement must be at- 
tached to the return for such year 
describing the new pool or pools, stat- 
ing the basis for their selection, and 
showing the computation of the 
LIFO value of the former pool or 
pools and the transition between the 
former and new pool or pools.** This 





“ Reg. Sec. 1.472-8(g)(2). 
” Reg. Sec. 1.472-8(h). 
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“free ride” extends only to a change 
from one authorized to another au- 
thorized method, however, with one 
exception stated in the following lan- 
guage: 

“Also, for such year, if a taxpayer 
is currently using only a method of 
pooling authorized by this section, or 
a method of pooling which would be 
authorized by this section if addi- 
tional items were included in the pool, 
and could change to the natural busi- 
ness unit method, except for the fact 
he has not inventoried all items en- 
tering into the inventory investment 
for such natural business unit on the 
LIFO method, he may change to the 
natural business unit method if he 
elects under the provisions of Section 
1.472-3 to extend the LIFO election 
to all items entering into the entire 
inventory investment for such natural 
business unit, provided the require- 
ments of subparagraph (2) of this 
paragraph are met.” * 


Despite the somewhat cloudy as- 
pects of the language authorizing 
change without consent, the practical 
significance of the provision must not 
be underrated. For many taxpayers 
who until now have used the multiple 
pool method in deference to former 
local office requirements, an opportu- 
nity is presented to combine these 
pools into one or several, as required, 
natural business unit pools. This op- 
portunity can be expected to be 
widely grasped, as many taxpayers 
have argued the justice of the single 
pool or natural business unit pool 
while few have had the inclination to 
test their theories in court. Indeed, 
the Tax Court upheld the Commis- 
sioner’s right to insist upon a multiple 
pool arrangement when it first de- 
cided Klein Chocolate. This aspect of 
the decision was not disturbed in the 
second decision.** 


“ Reg. Sec. 1.472-8(h)(1). 
“See footnote 17. 
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In many situations, taxpayers will 
be able to reduce the number of pools 
from, say, 12 or 13, to a single pool. 
This should substantially lessen the 
risk that normal or other (such as 
strike induced) quantity variations or 
technological innovations will result 
in unfavorable liquidations of part of 
the LIFO base. A marked reduction 
in the complexity of the required 
computations should also result. How- 
ever, a decision to change should be 
reached only after a thorough review 
of the taxpayer’s present inventory 
based upon factors of the type con- 
sidered when first contemplating the 
election of the LIFO method. In par- 
ticular, the requirement that “all items 
entering into the entire inventory in- 
vestment” be included in the natural 
business unit pool should be carefully 
weighed. In some cases, for example, 
certain major inventory items not 
presently carried on LIFO may be on 
a downward price trend and should 
continue to be valued under the “first- 
in-first-out” method. These items, if 
included in a natural business unit 
pool, could offset some of the advan- 
tage otherwise gained by use of the 
LIFO method. 


The regulations require dollar-value 
method taxpayers to use only an 
authorized method of computation for 
the end of their first taxable year be- 


ginning after December 31, 1960. 
However, where an authorized method 
was not used, the base cost and in- 
crement layers as computed for prior 
taxable years are retained, and the 
year of change is treated as the base 
year for applying the new method.* 
Apart from record-keeping require- 
ments, no problem is introduced by 
this provision. 


Conclusion 

There is little doubt that the dollar- 
value LIFO regulations will intro- 
duce a period of expanding use of this 

“” Reg. Sec. 1.472-8(g) (3). 

“ Reg. Secs. 1.472-8(b)(1), 1.472-8(b) (2). 
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method, assuming a continuation of 
present economic trends. The most 
significant new concepts to most tax- 
payers should be the authorization of 
the natural business unit method of 
pooling and the limitations imposed 
on acceptable ways of computing the 
LIFO value of dollar-value pools. At 
a minimum, however, taxpayers not 
now on LIFO should review the de- 
sirability of an election, while those 
now using the LIFO method should 
consider the effect of the new regula- 
tions on their present procedures. In 
particular, the opportunity to sub- 
stantially reduce the number of pools 
by changing to the natural business 
pool method (without consent during 
the current year in most cases) should 
be carefully investigated. 


Before adopting LIFO, a number 
of continuing problems still in the 
realm of suggestion and discussion 
should also be recognized. Several of 
these, which can only be mentioned 
in passing, are the continued efforts 
by certain taxpayer and professional 
groups to gain recognition of “cost- 
or-market LIFO,” the extension of 
involuntary liquidation relief provi- 
sions to situations such as that cre- 
ated by the 1960 strike in the steel 
industry, and differences of opinion as 
to the most effective and fair method 
of presenting LIFO inventories in 
financial statements. 


It might also be proper to men- 
tion that the problems of wholesalers 
and retailers have not been mentioned 
as the regulations make no changes 
in this area other than to require sep- 
arate treatment of this type of pur- 
chased inventory by a manufacturer 
also engaged in wholesaling or re- 
tailing.*“© Wholesalers and retailers, 
in appropriate cases, may obtain per- 
mission of the Commissioner to use 
natural business unit pools.*’ 


[The End] 
* Reg, Sec. 1.472-8(c). 





Meetings of Tax Men 


Federal Bar Association Sympo- 
sium.—“Current Tax Problems and 
What Is Ahead in Tax Legislation,” 
is the topic to be discussed at the 
symposium sponsored by the Federal 
Bar Association, November 14, 1961. 
It will be held at United States Court- 
house, Foley Square, New York, New 
York. Additional information may be 
obtained by contacting Martin M. 
Lore, Chairman, 107 William Street, 
New York 38, New York. 


New England Regional Tax Con- 
ference.—The Connecticut Association 
of Public Accountants and the Con- 
necticut Chapter, American Society of 
Women Accountants, will cosponsor 
the New England Regional Tax Con- 
ference on November 15, 1961, in the 
Waverly Inn at Cheshire, Connecti- 
cut. Professor Benjamin Arac, direc- 
tor of the Institute of Taxation of 
Northeastern University will moderate 
the panel of experts discussing the 
technical aspects. The symposium 
will commence at 9:30 a. m. 


University of Chicago Seminar.— 
“Pension and Profit Sharing Plans” 
will be the topic of discussion for the 
one-day seminar sponsored by the 


University of Chicago, Downtown 
Center, on November 10, 1961. Among 
the many aspects of the topic ex- 
amined will be taxes, labor versus 
management positions and a compari- 
son of the various types of pension 
and profit-sharing plans. The chair- 
man of the seminar is Donald M. 
Phares, associate in the law firm of 
Righeimer & Righeimer, and lecturer, 
University College, University of 
Chicago. 


Northern California Tax Account- 
ing Conference.—Numerous recog- 
nized authorities on taxation, including 
Mr. Arthur B. Willis will be on the 
panel of speakers of the Eleventh An- 
nual Northern California Tax Ac- 
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counting Conference at the Hotel 
Claremont, Berkeley, California, on 
November 16-17, 1961. The confer- 
ence will be sponsored by Districts 
IV and V of the Society of Califor- 
nia Accountants. A copy of the pro- 
gram and registration card may be 
obtained by writing the Conference 
Chairman, Room 234, Crocker-Anglo 
Bank Building, Merced, California. 


Canadian Tax Foundation Tax 
Conference.—A. J. Little, F. C. A., 
chairman of the Canadian Tax Foun- 
dation will give the opening address 
at the Annual Tax Conference spon- 
sored by the Canadian Tax Founda- 
tion. The conference will meet at 
the Queen Elizabeth Hotel, Montreal, 
Canada, November 20-22. The “Can- 
ada-United States Death Tax Treaty,” 
“Corporate Withholding Taxes and 
Tax Credits,” and “Income Tax Resi- 
dence Rules” are a few of the many 
panel discussions to be held during 
the conference. Stanley S. Surrey, 
Assistant Secretary of the United 
States Treasury Department will 
speak at the banquet on November 
21. Reservations may be made by 
writing to the Conference Secretary, 
Canadian Tax Foundation, 154 Uni- 
versity Avenue, Toronto 1, Canada. 


Federal Tax Forum Dinner.—The 
Honorable Mortimer Caplin, Com- 
missioner of Internal Revenue, will be 
guest of honor and speaker at the 
Twenty-second Annual Dinner of the 
Federal Tax Forum, Inc., to be held 
on November 30, 1961, at the Com- 
modore Hotel, New York City. The 
IRS will be represented by officials 
from the national office, New York 
Regional Commissioner’s Office, and 
local district directors’ offices. Reser- 
vations may be made by addressing 
the Federal Tax Forum, Inc., 29 West 
56th Street, New York 19, New York. 


Independent Accountants’ Associa- 
tion of Illinois Tax Seminar.—The 
Independent Accountants’ Association 
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of Illinois will hold its annual tax 
seminar November 30, December 1-2 
in the Pick-Congress Hotel, Chicago. 
The conferences will emphasize a 
broader field of tax service to clients 
in the areas of pension, profit sharing 
and estate planning, as well as im- 
portant current tax problems. The 
usual coverage of individual partner- 
ship, corporate returns and Chapter S 
corporations will be scheduled. Farm 
returns will be covered for the mem- 
bers in rural practice and a special 
session is planned for the coverage of 
the new Illinois State ROT broaden- 
ing bills. Speakers will consist of 
several well-known attorneys, edu- 
cators, tax consultants and Willard 
Ice, Supervisor of Rules and Regula- 
tions of the Illinois Department of 
Revenue. 


Alabama Tax Clinic.—The Alabama 
Public Accountants 
will conduct its Fifteenth Annual Tax 
Clinic on November 27-28 at the 
Guest House Motor Inn, Birmingham, 
Alabama. Outstanding speakers on 
federal and state tax problems will 
be presented. Complete information 
may be obtained by contacting the 
“Tax Clinic Committee,’ Alabama 
Association of Public Accountants, 
1915 Courtney Drive, Birmingham 9, 
\labama. 


MSU Tax Institute——The Annual 


Tax Institute of Montana State Uni- 
versity will be held on December 1-2. 


Association of 


The program and other information 
may be obtained by contacting Lester 
R. Rusoff, Montana State University 
School of Law, Missoula, Montana. 


Wilkes College Tax Clinic.—The 
Northeastern Chapter of the Pennsyl- 





vania Institute of Certified Public Ac- 
countants and the Commerce and 
Finance Department of Wilkes Col- 
lege will conduct their Eighth Annual 
Tax Clinic on December 1-2 at Wilkes 
College, Wilkes-Barre, Pennsylvania. 


Tax Institute Conference.—A sym- 
posium reappraising business taxation 
will take place on December 7-8 at 
the Barbizon-Plaza Hotel in New 
York City. The Tax Institute has 
planned discussions on the role of 
business as an object of taxation; the 
effect of government contracts on 
business taxation; and tax policies in 
relation to investment and economic 
growth. The program is intended to 
cover state and local as well as federal 
taxes. 


Philadelphia Tax Clinic. — The 
Philadelphia Chapter of the Pennsyl- 
vania Society of Public Accountants 
will hold its fourth annual tax clinic 
at the Adelphia Hotel on December 
9. For information and reservations 
contact Meyer M. Tobias, 274 South 
23rd Street, Philadelphia 3, Pennsyl- 
vania. 


Tennessee Institute on Federal 
Taxation.—A series of papers in the 
field of federal income taxation will 
be presented at the Twelfth Annual 
Tennessee Institute on Federal Taxa- 
tion to be held at the Peabody Hotel 
in Memphis, Tennessee, December 
7-8. The conference will be sponsored 
by the Bar Association of Tennessee, 
the Tennessee Society of Certified 
Public Accountants and the Univer- 
sity of Tennessee. The program may 
be obtained from Roy F. Center, Jr., 
Director of Conferences and Institutes, 
The University of Tennessee, Knox- 
ville, Tennessee, 


l 
{ 
1 
' 
! 
i 
1 
1 
j 
} 
1 
1 


~ 
ee 
o 
e 
Oo 
Q 
_ 
o. 
E 
° 
oe 
a. 
_ 
° 
ue 


> 
< 
Q 
O 
—_ 
< 
= 


“TH “OSVSIHD 
ZS ‘ON LIWY3d 
SSV1)D LSUI4 


“TH ‘97 OSVSDIHD 


“SAV NOSUSALAd ‘M SzZO0r 


WOOXOn NOQNAAAAARAAAARAAAAAN >>> NAAAANAAAAAAAAAAAAAN See oe 


AN Wd NOD ‘SELOAGO0Ud ‘HOO 


—-AG diVvd 38 TWWNM 39vVLSOd 


S3iViS G3LINf) 3HL Ni G3TIVW 4! A¥YSS3293N dWViS 329ViSOd ON 


TIIWA ATd3aY SSANISNG 








Card for Ordering 


Your Copies 
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1962 U. S. MASTER 
TAX GUIDE 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave., Chicago 46, IIl. 


Promptly upon publication rush 
copies of 1962 U. S. MASTER TAX GUIDE 
(2101) at prices quoted below, plus small 
charge for postage and packing. (When re- 
mittance in full accompanies order, CCH 
pays postage and packing.) 


1-4 copies $3.00 ea. 10-24 copies $2.40 ea. 

5-9 copies $2.70 ea. 25-49 copies $2.00 ea. 

[] Quote prices on larger quantities with our 
imprint 


Also send copies of U. S. MASTER 
TAX GUIDE Hard Bound Edition at $8.50 


per copy. 


[] Remittance herewith [] Send bill 


Signature & Title 
Firm 
Attention 


Street & Number 
2101—993 


City, Zone & State 


Subscribers for CCH’s Standard Federal Tax Re- 
ports and Current Law Handybooks receive the 
paper bound edition. They should order only for 
extra copies. 
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Anyone who needs a handy desk o1 
reference will welcome this brand-ne\ 


Not only does the MASTER TA: 
affecting business or personal income 
against overpayments and costly mistal 
you have clear-cut examples—based on 
the explanations. Moreover, the GUID 
tion of 1961 income tax returns to be fil: 
federal tax problems all through the m 


Based on the Internal Revenue ( 
Regulations, controlling Court and Ta 
MASTER TAX GUIDE is a compact 
mediately useful in working out sound 


Leading the field, the GUIDE is tl 
highly polished product of more thi 
forty years’ experience in federal tax r 
porting. Completely dependable, it’s pr 
duced by the seasoned CCH editori 
staff which makes CCH publications tl 
standard for measurement. 


As a convenient desk tool . . . it car 
be beat. So don’t let tax “puzzlers” be 
you, when you can have 464 pages of to 
flight tax help for only $3 a copy. Fill 
and Mail the attached Order Ca 
TODAY! Yours will be one of tl 
first-press copies—for that wanted “hez 
start” on year-end tax planning. 
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er One Tax Book” 


1x Law Changes from Cover to Cover 


sk or brief-case tax aid for quick, ready 
l-new CCH publication. 


TAX GUIDE explain the basic rules 
me tax questions, it also protects you 
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e Code—as amended through 1961— 
Tax Court decisions, the 1962 U. S. 
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itorial The 1962 U. S. MASTER 
TAX GUIDE is also avail- 
able in a handsome, hard 
bound permanent edition. Con- 
tents are identical to the pa- 
per-covered edition, but hard 
bound (two color, gold- 
stamped covers) for perma- 
nent reference. Price, $8.50 


a copy. 





